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BEFORE THE PUBLIC UTILITIES COMMISSION 

OF THE STATE OF HAWAII 

In the Matter of the Application of 

MAUI ELECTRIC COMPANY, LIMITED 

For Approval of Rate Increases and 
Revised Rate Schedules and Rules. 

Docket No. 2011-0092 

Decision and Order No.O 1 Z 0 8' 

DECISION AND ORDER 

By this Decision and Order, the commission approves an 

increase in rates for MAUI ELECTRIC COMPANY, LIMITED ("MECO" or 

the "Company") ^ to such level as will produce, in the aggregate, 

$5,334,000 in additional revenues, or 1.29%, over revenues at 

present rates {i.e., 2 010 test year final rates) ^, based on an 

estimated total revenue requirement of $418,901,000 (on a 

consolidated basis) for the January 1, 2 012 to December 31, 2 012 

test year ("2012 Test Year") rather than MECO's initial request 

^The " Parties" to this proceeding are MECO and the 
DEPARTMENT OF COMMERCE AND CONSUMER AFFAIRS, DIVISION OF 
CONSUMER ADVOCACY ("Consumer Advocate"), an ex-officio party to 
this proceeding pursuant to Hawaii Revised Statutes ("HRS") 
§ 269-51 and Hawaii Administrative Rules ("HAR") § 6-61-62(a). 
No persons timely moved to intervene or participate in this 
proceeding. See HAR § 6-61-57(3)(A). 

^Unless specifically stated otherwise, "present rates" refer 
to the final rates established by the commission in Decision and 
Order No. 30365, filed on May 2, 2012, in Docket No. 2009-0163, 
the commission's final decision and order issued in MECO's 2010 
test year rate case ("MECO 2010 Rate Case"). 



for an additional $27,523,000 (or approximately 6.68%) over 

revenues at then current effective rates, as set forth in MECO's 

application filed on July 22, 2011."* In so doing, the commission 

approves the Parties' Stipulated Settlement Letter, filed on 

April 20, 2012 (amended by the Parties' Revised Updated 

Stipulated Settlement Letter, filed on May 14, 2012, and 

supplemented by the Parties' Stipulated Supplement, filed on 

July 20, 2 012) , with the adjustments made by the commission in 

this Decision and Order. 

The final revenue increase of $5,334,000 approved in 

this Decision and Order is less than the revenue increase of 

$13,089,000 previously approved by the commission on an interim 

basis.^ Thus, pursuant to HRS § 269-16{d), MECO must refund its 

ratepayers the amount it collected in excess of the increase 

authorized by this Decision and Order, together with interest. 

However, the commission acknowledges that the required refund to 

ratepayers will be tempered by the effects of the 2013 Revenue 

Balancing Account ("RBA") rate adjustment of MECO's decoupling 

mechanism, which takes effect on June 1, 2 013. 

"̂ MECO's Application; Verification, Direct Testimonies; 
Exhibits; and Certificate of Service, filed on July 22, 2011 
(collectively, "Application"). 

Ŝee Interim Decision and Order No. 30396, filed on May 21, 
2012, in the instant proceeding ("Interim Decision and Order"). 
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I. 

Background 

MECO is a Hawaii corporation and a public utility as 

defined by HRS § 269-1.^ MECO is engaged in the production, 

purchase, transmission, distribution, and sale of electricity on 

the islands of Maui, Molokai, and Lanai in the State of 

Hawaii ("State"). 

MECO's affiliate entities, Hawaiian Electric Company, 

Inc. ("HECO") and Hawaii Electric. Light Company, Inc. ("HELCO") 

are public utilities that provide electric utility serviced on 

the islands of Oahu and Hawaii, respectively.^ 

A. 

MECO's Application 

On July 22, 2011, MECO filed its Application"^ seeking 

commission approval to increase its revenues by $27,523,000 {or 

approximately 6.68%) over revenues at then current effective 

^MECO was initially organized under the laws of the 
Territory of Hawaii on or about April 28, 1921. 

^MECO, HECO, and HELCO are collectively referred to as the 
"HECO Companies." Structurally, MECO and HELCO are subsidiaries 
of HECO, while, HECO is a subsidiary of Hawaiian Electric 
Industries, Inc. ("HEI"). 

^MECO concurrently served copies of its Application on the 
Consumer Advocate and the Mayor of the County of Maui. See 
Certificate of Service dated July 22, 2011. 
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rates.^ The requested increase was based on an estimated total 

revenue requirement of $439,377,000 for the 2012 Test Year,^ and 

an 8.72% rate of return on MECO's average 2012 Test Year rate 

base of $393,271, 000. In addition, in its Application, MECO 

proposed to, among other things: 

1. Implement its proposed rate changes in two 
stages (first as an "Interim Increase" equal 
to the increase in rates to which the 
commission determines MECO is "probably 
entitled" and then as a "Final Increase" 
when the commission issues its final written 
decision) and its proposed rate design 
changes with final rates; 

2. Establish a purchased power adjustment 
clause/surcharge ("PPAC") to recover 
non-energy purchased power agreement cost, 
implement a revenue balancing account tariff 
for a revenue decoupling mechanism, and 
implement a revenue adjustment mechanism 
tariff, if not already approved in 
Docket No. 2009-0163, MECO's 2010 test year 
rate case; 

^In its Application, MECO stated that its "current effective 
rates are the result of its existing 'base' rates, plus the 
$8,513,000 adjusted interim rate increase approved on January 5, 
2 011 in MECO's pending 2010 test year rate case (Docket 
No. 2009-0163). MECO's existing base rates are the result of 
the Commission's Decision and Order, issued July 30, 2010, in 
Docket No. 2006-03 87, which utilized a 2007 test year." See 
Application at 19. 

According to MECO, this revenue requirement is based on the 
depreciation rates and methods approved by the commission in its 
' ' D e c i s i o n and Order , issued May 20, 2 011 in MECO's 2008 book 
depreciation study proceeding, Docket No. 2009-0286[.]" See 
Application at 2 {emphasis in original). 
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3. Revise its energy cost adjustment clause 
("ECAC") tariff to change the target heat 
rates by fuel type, apply heat rate 
deadbands, and establish conditions for 
changing the target heat rates (if not 
already approved in Docket No. 2006-0163); 
and 

4. Implement a change in accounting for 
administrative and general ("A&G") transfers 
to construction projects based on the 
methodology recommended in a recent review 
of MECO's transfer of A&G expenses. 

According to MECO, rate relief is needed due to 

"increased operations and maintenance expenses and additional 

investments in plant and equipment required to maintain and 

increase system reliability, meet expected load growth, and 

integrate increasing levels of renewable energy."^° 

B. 

Piiblic Hearings 

The commission held public hearings on MECO's 

Application on October 18, 19 and 20, 2011, in Kahului, Maui; 

Lanai City, Lanai; and Kaunakakai, Molokai; respectively, 

pursuant to HRS §§ 269-16 and 269-12. Representatives from 

MECO, the Consumer Advocate, and the general public appeared and 

presented oral and written testimonies during the public 

hearings. In addition, the commission accepted written comments 

10 See Application at 21. 
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from the public regarding MECO's Application prior to and after 

the public hearings. In general, members of the public 

expressed concerns with and/or opposition to the increase in 

rates proposed by MECO. 

C. 

Procedural History 

Pursuant to the Schedule of Proceeding of the 

Stipulated Prehearing Order, issued on September 9, 2011, in 

this docket, the Consumer Advocate issued and MECO responded to 

numerous information requests {"IRs"). On February 10, 2012, 

the Consiimer Advocate filed its direct testimonies, exhibits, 

and workpapers. Then, MECO issued and the Consumer Advocate 

responded to various IRs regarding the Consumer Advocate's 

filings. 

On March 14, 2012, MECO filed its rebuttal 

testimonies, exhibits, and workpapers. Thereafter, the Consumer 

Advocate issued and MECO responded to certain rebuttal IRs. 

On April 2, 2012, the Parties began settlement 

discussions. 

By letter filed on April 17, 2012, the Parties jointly 

informed the commission that they had reached agreement on all 

issues in MECO's 2012 Test Year rate case and, thus, stipulate 

to and request that the commission waive various procedural 
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steps including the prehearing conference, evidentiary hearing, 

and the filing of simultaneous briefs. 

On April 20, 2012, the Parties filed their Stipulated 

Settlement Letter ("Settlement Agreement") and their Joint 

Statement of Probable Entitlement. In their filings, the 

Parties state that they have reached a "global settlement on all 

issues in this proceeding! .] ̂"̂  According to the Parties, the 

rate changes set forth in their Settlement Agreement "result in 

just and reasonable rates for MECO's regulated electric 

operations."^^ As such, the Parties request that the commission 

"approve [their] settlement agreement in its interim and final 

decision and orders for this proceeding."^^ 

On May 3, 2012, the commission issued Order No. 30368 

Instructing the Parties to File an Updated Joint Statement of 

Probable Entitlement and Stipulated Settlement Letter ("Order 

No. 30368"). In that order, the commission instructed the 

Parties to update their filings to reflect the commission's 

rulings and decisions made in Decision and Order No. 3 03 65, 

filed on May 2, 2012, in- Docket No. 2009-0163, the commission's 

11 See Settlement Agreement at 1 (emphasis in original) 

^̂ Id. 

"Id. 
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decision and order approving final rates in the MECO 2010 

Rate Case.^^ 

On May 9, 2012, the Parties submitted their Updated 

Joint Statement of Probable Entitlement and Updated Stipulated 

Settlement Letter ("Updated Settlement Agreement"), pursuant to 

Order No. 303 68. According to the Parties, Exhibit lA of the 

Updated Settlement Agreement updates Exhibit 1 of the Parties' 

Settlement Agreement, filed on April 20, 2 012, and "only 

includes those sections of the Settlement Agreement that have 

changed."^^ Among other things, consistent with the commission's 

instructions the Parties updated their filings to reflect the 

commission's decisions made in the MECO 2010 Final, and updated 

the supporting schedules to incorporate the impact of the 

implementation of the final rates approved in the MECO 2010 Rate 

Case. However, upon detecting a calculation error in their 

May 9, 2 012 filings, on May 14, 2012, the Parties submitted 

their Revised Updated Joint Statement of Probable Entitlement 

and Revised Updated Stipulated Settlement Letter with 

^̂ See In re Maui Electric Company, Limited, Docket 
No. 2009-0163, Decision and Order No. 30365, filed on May 2, 
2012 {"MECO 2010 Final"). 

^̂ See Updated Settlement Agreement at 1. 
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accompanying attachments and exhibits. ̂^ Thus, the Settlement 

Agreement, filed on April 20, 2012, as amended by the Revised 

Updated Stipulated Settlement Letter, filed on May 14, 2012, is 

hereafter collectively referred to as the "Revised Settlement 

Agreement. "̂ '̂  

On May 21, 2012, the commission issued its Interim 

Decision and Order in this proceeding, approving, for interim 

purposes only, an increase in revenues of $13,089,000 {or 

approximately 3.16%) over revenues at present rates, based on a 

total revenue requirement of $426,656,000, on a consolidated 

operations basis, for the 2 012 Test Year. In the Interim 

Decision and Order, the commission also authorized MECO to reset 

its target heat rates by fuel type to 2012 Test Year levels for 

the purpose of calculating its ECAC. In addition, for interim 

purposes, commission approved the Parties' agreements regarding: 

•̂ Âccording to the Parties, the Revised Updated Stipulated 
Settlement Letter, filed on May 14, 2012, supersedes their 
Updated Settlement Agreement filed on May 9, 2012. 

'̂'The Parties note that • Exhibit lA (Revised 5/14/12) 
attached to the Revised Updated Settlement Letter provides 
updates to Exhibit 1 of the Parties' Settlement Agreement, filed 
on April 20, 2012, and that "Exhibit lA (Revised 5/14/12) only 
includes those sections of the Settlement Agreement that have 
changed" due to the impact of the final rates approved in the 
MECO 2010 Rate Case. See Revised Updated Settlement Letter at 2 
{emphasis omitted). Thus, when referring to certain portions of 
the Parties' settlement, the commission will specifically refer 
to "Settlement Agreement, Exhibit 1" and "Revised Settlement 
Agreement, Exhibit lA", as applicable. 
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(1) Customer Information System ("CIS") project costs and CIS 

project related regulatory commission expenses; (2) corporate 

administrative transfer accounting changes {with an effective 

date of January 1, 2012); {3) the allocation of employee 

benefits expense accounting changes; and (4) integrated resource 

plan ("IRP") expenses. Finally, among other things, the 

commission approved the Parties' agreement to waive the 

evidentiary hearing and related procedural steps, as set forth 

in their April 17, 2012 joint letter and in the Settlement 

Agreement ."̂^ 

Subsequently, the commission issued various clarifying 

IRs to address certain concerns outlined in the Interim Decision 

and Order for which the Parties filed responses to on May 10, 

August 10, November 28 and 30, 2012, among other instances. 

On July 20, 2012, the Parties filed a Stipulated 

Supplement to their Settlement Agreement, filed on April 20, 

2012, which was revised by their May 14, 2012 filing, referred 

hereto as the Revised Settlement Agreement ("Stipulated 

Supplement"). In their Stipulated Supplement, the Parties 

propose to reduce MECO's 2012 Test Year revenue requirements to 

incorporate actual regulatory commission expense incurred 

through the date of the Stipulated Supplement, which includes 

^^See Interim Decision and Order at 37. 
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accruals, and to remove the allocated portion of non-incentive 

executive compensation costs and allocations of miscellaneous 

administrative expenses from HEI, together with associated 

adjustments to the accumulated deferred income taxes ("ADIT") 

and working cash components of rate base.^^ The Parties 

elaborate as follows: 

[P]ursuant to this stipulation, the Parties 
agree: (1) to a net reduction of $129,000 to the 
MECO 2012 test year revenue requirement from 
$426,656,000 to $426,527,000, and to the revenue 
increase for the MECO 2 012 test year from 
$13,089,000 to $12,960,000 over revenues at 
present rates (i.e., 2010 test year final rates), 
and (2) that pursuant to Section 269-16(d) of the 
Hawaii Revised Statutes, should the interim 
revenue requirement of this rate case be in 
excess of the final revenue requirement approved 
by the Commission, MECO will refund to customers 
the excess, plus accumulated interest, through a 
separate rate adjustment, upon implementation of 
Commission-approved final rates in this rate 
case. 

Stipulated Supplement at 1-2 {emphasis in original, footnote 

omitted). Based on the foregoing, the Parties request that the 

commission approve a reduction of $129,000 to the 2012 Test Year 

revenue requirements, as reflected in Exhibit 1 of their 

Stipulated Supplement, in the commission's final decision and 

order for this proceeding.^° 

^̂ See Stipulated Supplement at 1 

^°See i d . a t 4. 
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D. 

Audit Stipulation 

In Docket No. 2008-0083 (i.e., the "HECO 2009 Rate 

Case"), the commission approved the Consumer Advocate's 

recommendation for focused regulatory audits of HECO's East Oahu 

Transmission Project ("EOTP"), the Campbell Industrial Park 

Transmission Turbine Unit ("CIP CT-1"), and the CIS project.^^ 

In this proceeding, the commission in the Interim 

Decision and Order approved the Parties' agreement to treat CIS 

project costs as they had agreed to do so in the HECO 2011 Rate 

Case.^^ In that proceeding, the parties agreed to defer certain 

project costs and continue to accrue allowance for funds used 

during construction ("AFUDC") until the regulatory audit of the 

CIS project ordered in the HECO 2 009 Rate Case is completed, the 

commission has approved the reasonableness of the project's 

costs, and the commission issued an order for a rate adjustment 

^^See In re Hawaiian Electric Company, Inc., Order Approving 
Consumer Advocate's Recommendations Regarding Focused Regulatory 
Audits, filed on May 2, 2011, in Docket No. 2008-0083. 
Subsequently, the costs of the EOTP were settled in Docket 
No. 2010-0080 {i.e., the "HECO 2011 Rate Case") and the 
commission decided that an audit would not be conducted for EOTP 
Phase 1. See In re Hawaiian Electric Company, Inc., Order 
No. 3 0287 Approving Joint Motion of Hawaiian Electric Company, 
Inc., the Division of Consumer Advocacy, and the Department of 
Defense to Adjust Interim Increase, filed on March 29, 2012, in 
Docket No. 2010-0080, at 17. 

22 See Interim Decision and Order at 16-20. 
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to include the project costs in rates.^^ The Parties agreed that 

the rate adjustment required upon completion of the CIS audit 

would reflect the revenue requirements related to the deferred 

costs of the CIS project that were found to be prudently 

incurred, include deferred CIS project operations and 

maintenance {"O&M") expenses in rate base, and the associated 

amortized expense. ̂^ 

Subsequently, on January 28, 2013, the HECO Companies 

and the Consumer Advocate jointly filed a Stipulated Settlement 

Agreement ("Audit Stipulation") regarding the regulatory audits 

of the CIP CT-1 and CIS projects in the HECO 2009 Rate Case.^^ 

Under the stipulation, the HECO Companies would write-off, for 

accounting and ratemaking purposes, a total of $40 million of 

recorded capitalized costs in lieu of conducting regulatory 

audits of the two projects.^^ With respect to the proposed 

write-off, the HECO Companies and the Consumer Advocate agreed 

that: {1) the write-off amount is in addition to any credits 

received from the CIS project vendor; (2) the full amount of the 

"See id. at 17. 

^^See id. at 17-18. 

^^See In re Hawaiian Electric Company, Inc., Order No. 31126 
Approving, with Clarifications, Stipulated Settlement Agreement, 
Filed on January 28, 2013, filed on March 19, 2013, in Docket 
No. 2008-0083 ("Order No. 31126"), at 3. 

26 See id. at 3-4. 
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write-off would be associated with the CIS project, $29 million 

for HECO, $5.5 million for HELCO, and $5.5 million for MECO; 

(3) the net recoverable costs for the CIP CT-1 and CIS projects 

would be included in rate base as of December 31, 2012; and 

(4) the HECO Companies would include the net recoverable costs 

of the projects, not already included in rates, in their 

2013 Rate Adjustment Mechanism ("RAM") revenue adjustments.^'' In 

addition, the HECO Companies and the Consumer Advocate agreed 

that, among other things, HELCO will withdraw its 2013 test year 

rate case (i.e., Docket No. 2012-0099), HECO will delay the 

filing of its 2014 test year rate case and, with respect to 

MECO, they agreed to the following: 

MECO and the Consumer Advocate continue to 
support the Parties [sic] Stipulated Settlement 
in the MECO 2012 test year rate case (Docket 
No. 2011-0092). Given the other portions of 
this 2008-0083 agreement, particularly in terms 
of the maintenance of the current financial 
structure and mechanisms, MECO and the Consumer 
Advocate even more strongly support the 
agreements set forth in the Parties [sic] 
Stipulated Settlement in the MECO 2012 test year 
rate case related to: (a) the rate of return on 
common equity used to determine the fair rate of 
return on rate base,. (b) the ECAC, (c) the 
pension/OPEB tracking mechanisms, {d) decoupling 
and (e) the PPAC. 

Order No. 31126 at 5-6 {footnote omitted). 

27 See id. at 4. 
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On March 19, 2013, the commission issued Order 

No. 31126 in the HECO 2009 Rate Case approving the Audit 

Stipulation, subject to certain clarifications. In that order, 

the commission clarified that by approving the Audit 

Stipulation, it "is not bound by" the HECO Companies and the 

Consumer Advocate's statements in the HECO 2 009 Rate Case 

regarding Docket No. 2011-0092 (i.e., this docket) issues, as 

set forth above, and that the commission "will more 

appropriately rule on the substance of the MECO settlement in 

Docket No. 2011-0092."^® In addition, the commission in Order 

No. 31126 ordered that HECO shall no longer be required to 

undergo the regulatory audits of its CIP CT-1 and CIS projects.^^ 

E. 

Issues 

As stipulated to by the Parties, ̂ ° the issues in this 

proceeding are: 

1. Is MECO's proposed rate increase reasonable? 

a. Are the proposed tariffs, rates, 
charges and rules just and 
reasonable? 

^^Id. at 10. 

29 See id. at 11. 

^°See Stipulated Prehearing Order, filed on September 9, 
2011, at 2-3. 
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b. Are the revenue forecasts for the 
2012 test year at current 
effective rates, and proposed 
rates reasonable? 

c. Are the proj ected operating 
expenses for the 2012 test year 
reasonable? 

d. Is the projected rate base for the 
2 012 test year reasonable and are 
the properties included in rate 
base used or useful for public 
utility purposes? 

e. Is the requested rate of return 
fair? 

2. What is the amount of the Interim Rate 
Increase, if any, to which MECO is probably 
entitled under § 269-16(d) of the HRS? 

3. If not already approved in Docket 
No. 2009-0163, is the proposed PPAC to 
recover non-energy purchased power agreement 
costs just and reasonable? 

4. If not already approved in Docket 
No. 2009-0163, is the proposed RBA tariff 
(including the modifications proposed in 
this docket) for a revenue decoupling 
mechanism to be effective at such time that 
interim rates become effective pursuant to 
the interim decision and order in this rate 
case just and reasonable? 

5. If not already approved in Docket 
No. 2009-0163, is the proposed RAM tariff 
(including the modifications proposed in 
this docket) to be effective at such time 
that interim rates become effective pursuant 
to the interim decision and order in this 
rate case just and reasonable? 
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Is the proposed revision to the ECAC tariff 
to {1) change the target heat rate by fuel 
type, {2) apply the heat rate deadbands 
proposed in the decoupling proceeding to the 
target heat rates, and (3) establish 
conditions for changing the target heat 
rates proposed in the decoupling proceeding, 
to be effective at such time that interim 
rates become effective pursuant to the 
interim decision and order in this rate case 
just and reasonable? 

Is the proposed change in accounting for A&G 
transfers to construction projects at the 
time that electric rates go into effect from 
either an interim or final decision and 
order in this rate case just and reasonable? 

II. 

Discussion 

HRS § 269-16 states in relevant part: 

Regulation of utility rates; ratemaking 
procedures. {a) All rates, fares, charges, 
classifications, schedules, rules, and practices 
made, charged, or observed by any public utility 
or by two or more public utilities jointly shall 
be just and reasonable and shall be filed with 
the public utilities commission. The rates, 
fares, classifications, charges, and rules of 
every public utility shall be published by the 
public utility in such manner as the public 
utilities commission may require, and copies 
shall be furnished to any person on request. 

To the extent the contested case proceedings 
referred to in chapter 91 are required in any 
rate proceeding to ensure fairness and to provide 
due process to parties that may be affected by 
rates approved by the commission, the evidentiary 
hearings shall be conducted expeditiously and 
shall be conducted as a part of the ratemaking 
proceeding. 
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(b) No rate, fare, charge, classification, 
schedule, rule, or practice, other than one 
established pursuant to an automatic rate 
adjustment clause previously approved by the 
commission, shall be established, abandoned, 
modified, or departed from by any public 
utility, except after thirty days' notice to 
the commission as prescribed in 
section 269-12(b), and prior approval by the 
commission for any increases in rates, 
fares, or charges . . . . A contested case 
hearing shall be held in connection with any 
increase in rates, and the hearing shall be 
preceded by a public hearing as prescribed 
in section 269-12(c), at which the consumers 
or patrons of the public utility may present 
testimony to the commission concerning the 
increase. The commission, upon notice to 
the public utility, may: 

(1) Suspend the operation of all or any 
part of the proposed rate, fare, 
charge, classification, schedule, rule, 
or practice or any proposed abandonment 
or modification thereof or departure 
therefrom; 

(2) After a hearing, by order: 

(A) Regulate, fix, and change all such 
rates, fares, charges, 
classifications, schedules, rules, 
and practices so that the same 
shall be just and reasonable; 

(B) Prohibit rebates and unreasonable 
discrimination between localities 
or between users or consumers 
under substantially similar 
conditions; 

(C) Regulate the manner in which the 
property of every public utility 
is operated with reference to the 
safety and accommodation of the 
public; 
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{D) Prescribe its form and method of 
keeping accounts, books, and 
records, and its accounting 
system; 

(E) Regulate the return upon its 
public utility property; 

{F) Regulate the incurring of 
indebtedness relating to its 
public utility business; and 

(G) Regulate its financial 
transactions; and 

3) Do all things that are necessary and in 
the exercise of the commission's power 
and jurisdiction, all of which as so 
ordered, regulated, fixed, and changed 
are just and reasonable, and provide a 
fair return on the property of the 
utility actually used or useful for 
public utility purposes. 

The commission shall make every effort to 
complete its deliberations and issue its 
decision as expeditiously as possible and 
before nine months from the date the public 
utility filed its completed application; 
provided that in carrying out this mandate, 
the commission shall require all parties to 
a proceeding to comply strictly with 
procedural time schedules that it 
establishes. If a decision is rendered 
after the nine-month period, the commission 
shall report in writing the reasons therefor 
to the legislature within thirty days after 
rendering the decision. 

Notwithstanding subsection {c) , if the 
commission has not issued its final decision 
on a public utility's rate application 
within the nine-month period stated in this 
section, the commission, within one month 
after the expiration of the nine-month 
period, shall render an interim decision 
allowing the increase in rates, fares and 
charges, if any, to which the commission. 
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based on the evidentiary record before it, 
believes the public utility is probably 
entitled. The commission may postpone its 
interim rate decision, for thirty days if the 
commission considers the evidentiary 
hearings incomplete. In the event interim 
rates are made effective, the commission 
shall require by order the public utility to 
return, in the form of an adjustment to 
rates, fares, or charges to be billed in the 
future, any amounts with interest, at a rate 
equal to the rate of return on the public 
utility's rate base found to be reasonable 
by the commission, received under the 
interim rates that are in excess of the 
rates, fares, or charges finally determined 
to be just and reasonable by the commission. 
Interest on any excess shall commence as of 
the date that any rate, fare, or charge goes 
into effect that results in the excess and 
shall continue to accrue on the balance of 
the excess until returned. 

HRS § 269-16. 

MECO filed its Application on July 22, 2011. 

Accordingly, the nine-month deadline for the commission to 

complete its deliberations and issue its decision and order 

expired on or about April 22, 2012, under HRS § 269-16(d); 

provided that the Parties strictly comply the procedural time 

schedules established by the commission. Instead of issuing a 

commission decision and order by that date, the commission, on 

May 21, 2012, timely issued the Interim Decision and Order, in 

compliance with HRS §"269-16(d). 
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Through this Decision and Order the commission issues 

its final decisions regarding this proceeding. 

A. 

Revised Settlement Agreement 

The Parties' Revised Settlement Agreement, as later 

supplemented, represents their global settlement of all of the 

issues of this proceeding. The Parties note that: 

The agreements [of their settlement] . . . are 
for the purpose of simplifying and expediting 
this proceeding, and represent a negotiated 
compromise of the matters agreed upon, and do not 
constitute an admission by any party with respect 
to any of the matters agreed upon herein. The 
Parties expressly reserve their right to take 
different positions regarding the matters agreed 
to herein in other proceedings. 

Revised Settlement Agreement at 5. 

Nonetheless, the Parties request and, thus, recognize 

that their Revised Settlement Agreement, as later supplemented, 

is ultimately subject to the commission's review and approval. 

Consistent with the commission's review regarding 

similar such agreements, the commission makes clear that an 

agreement between the parties in a rate case cannot bind the 

commission, as the commission has an independent obligation to 
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set fair and just rates and arrive at its own conclusions."̂ ^ In 

re Hawaiian Electric Co., Inc., 5 Haw. App. 445, 447, 698 P.2d 

304, 307 (1985). 

With this in mind, the commission proceeds in its 

review of determining whether the Parties' Revised Settlement 

Agreement, as later supplemented, is just and reasonable. 

B. 

Operating Revenues"̂ ^ 

In the Interim Decision and Order, the commission 

approved MECO's request to reset its target heat rates by fuel 

type to 2012 Test Year levels."̂ "̂  Under this scenario, ̂^ the 

^̂ See MECO 2010 Final at 19-20. See In re The Gas Company, 
Decision and Order issued on April 20, 2010, in Docket 
No. 2008-0081, at 17. 

^̂ With respect to this and other rate-related items, due to 
rounding, minor discrepancies exist between certain figures in 
the record and the commission's Decision and Order and 
accompanying exhibits. In addition, unless specifically noted 
otherwise, each amount or figure set forth in this Decision and 
Order is on a consolidated basis for MECO. 

•̂̂ See Interim Decision and Order at 35. MECO in its direct 
testimony indicated that it will be proposing to adjust its 
target heat rate at that time Sempra's proposed 21 megawatt 
{"MW") wind farm in Ulupalakua achieves the commercial operation 
date (targeted to be in 2013 and before MECO's next planned rate 
case) which is a product of MECO's power purchase agreement with 
Auwahi wind Energy ("Auwahi") . See MECO T-5 at 17-18. MECO 
shall file all appropriate documentation regarding the 
re-setting of its target heat rate with respect to Auwahi. 
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Parties agree to operating revenues at present rates {on a 

consolidated basis) as follows^^: 

Operating Revenues Present Rates 
Electric Sales $411,657,000 
Other Operating Revenues 1,910,000 
Total Operating Revenues $413,567,000 

1. 

Electric Sales 

According to MECO, electric sales revenues include 

revenues from base electric charges, revenues from the Firm 

Capacity Surcharge Adjustment (Maui Division only), and revenues 

from the ECAC."̂ ^ MECO's base electric charges consist of: 

{1) customer, demand, energy, and minimum charges; and (2) the 

power factor, service voltage, and other adjustments, as 

provided in each rate and rate rider schedule. "̂̂  "The Firm 

^^According to the Parties, had the commission declined to 
allow MECO to reset its target heat rates to 2012 Test Year 
levels for interim purposes (i.e., retained 2010 test year 
target heat rates), MECO's total revenues at present rates would 
be $408,463,000, on a consolidated basis, and would result in 
additional revenues of $18,194,000 as opposed to $13,089,000, 
which was approved in the Interim Decision and Order. See 
Revised Settlement Agreement at 3-4. 

•̂ Ŝee Revised Settlement Agreement, Exhibit lA at 4 and 5; 
MECO T-22 Attachment lA at 1. See also Revised Settlement 
Agreement at 4. 

^̂ See MECO T-4 at 4. 

37 See id. 
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Capacity Surcharge Adjustment is based on collecting for 

additional capacity payments and emergency energy purchases plus 

associated revenue taxes resulting from Hawaiian Commercial & 

Sugar Company ("HC&S")."^^ ECAC, on the other hand, is an 

"automatic adjustment provision in the utility's rate schedules 

that allows the utility to automatically increase or decrease 

charges to reflect the change in the Company's energy costs of 

fuel and purchased energy above or below the levels included in 

the base charges without a rate proceeding. ""̂^ 

For the 2012 Test Year, the Parties stipulate to an 

average number of customers of 68,755 and electric sales of 

1,201,761 megawatt-hours ("MWh"), on a consolidated basis, as 

initially estimated by MECO in its direct testimony.'^° MECO's 

2012 Test Year estimates for number of average customers and 

electric sales was based on MECO's 2011-2045 Sales and Peak 

Forecasts, which was adopted by MECO's Forecast Planning 

Committee in March 2011.'̂ '̂  The 2012 Test Year estimates were 

based on the customer service analysis method which "takes into 

consideration Hawaii economists' projections of different 

^^MECO T-4 at 7-8. 

^^Id. at 10. 

^°See Settlement Agreement, Exhibit 1 at 13-14. 

^^See MECO T-3 at 2-3. 
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economic indices that show a high correlation to sales, time 

series analysis, and customer specific knowledge."^^ The 

Consumer Advocate accepted as reasonable MECO's estimates for 

electric sales and average number of customers for the 2012 Test 

Year, based on the Consumer Advocate's determination that the 

methods employed by MECO in developing its forecasts appear 

reasonable and that the results produced by the methods are 

tracking closely to consolidated recorded actual sales figures 

and customer count data.^^ 

Due to differing production simulation results, the 

Consumer Advocate made an adjustment to MECO's estimate for ECAC 

revenues. Specifically, the Consumer Advocate adjusted MECO's 

calculation to include a fuel oil adjustment to account for the 

consumption of used lube oil at MECO's Kahului Power Plant 

{"KPP") ."̂^ According to the Consumer Advocate, the adjustment 

passes "fuel expense savings associated with the consumption of 

IFO^^ at [KPP] through to customers."^^ For settlement purposes. 

''id. at 3. 

'^See CA-T-2 18-19. 

'̂'See CA-T-2 at 22-23; CA-T-3 at 19. 

45 "IFO" is the acronym for Intermediate Fuel Oil 

'^CA-T-3 at 19-20 (footnote added). 
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MECO accepted the Consumer Advocate's adjustment.**̂  With this 

adjustment and the commission's issuance of the MECO 2010 Final, 

the Parties stipulate to 2012 Test Year electric sales revenues 

at present rates with target heat rates reset by fuel type at 

2012 Test Year levels of $411,657,000.'® 

The forecast with respect to electric sales and average 

customer count are reasonable given that they appear to track 

actual figures, and the adjustment to MECO's initial ECAC 

revenue figure as described above and set forth in the record is 

acceptable. Thus, the commission finds the Parties' agreement 

of $411,657,000 (on a consolidated basis) for 2012 Test Year 

electric sales revenues at present rates to be reasonable. 

2. 

Other Operating Revenues 

MECO's other operating revenues is comprised of 

revenues collected for various activities including, but not 

limited to, return check and late payment charges, field 

collection charges, service establishment and reconnection 

charges, and rents from electric property (which includes 

47 See MECO RT-4 at 3; MECO RT-7 at 2-4. See also Revised 
Settlement Agreement, Exhibit lA at 4. 

'̂ See Revised Settlement Agreement, Exhibit lA at 4. 
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revenues from street light fixtures, pole rentals and the Lanai 

combined heat and power facilities charge).^^ 

For the 2012 Test Year, the Parties stipulate to other 

operating revenues of $1,909,000 (on a consolidated basis) at 

present rates. This figure is based on MECO's initial estimate 

of $1,869,000, and a $40,000 upward adjustment proposed by the 

Consumer Advocate to account for revised figures for 

telecommunications related revenues for Molokai, rent revenues 

for street light fixtures, and field collection charges, to 

which MECO agreed.^° 

The commission finds reasonable the Parties' 

consolidated estimate of $1,910,000 (rounded) in other operating 

revenues at present rates for the 2012 Test Year. 

3. 

Total Operating Revenues 

In sum, the commission approves as reasonable total 

operating revenues of $413,567,000 (on a consolidated basis) at 

present rates for MECO's 2 012 Test Year. This amount is 

'̂ A detailed description of the specific accounts and 
activities that make up MECO's other operating revenues is set 
forth in MECO-912 at 2-8. 

°̂See Revised Settlement Agreement, Exhibit lA at 5-6. See 
also MECO RT-9 at 3; MECO-R-901 at 1; MECO-R-902 at 2; and 
MECO-RWP-902 at 2. 
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consistent with the amount the commission previously approved 

for total operating revenues at present rates for interim 

purposes. ̂^ 

C. 

Operating Expenses 

1. 

O&M Expenses 

As set forth in their Settlement Agreement, as revised 

and later supplemented, the Parties agree to the following O&M 

expenses at present rates :̂ -̂

O&M Expenses Present Rates 

Fuel $212,580,000 
Purchased Power 44,856,000 
Production 27,818,000 
Transmission 2,963,000 
Distribution 10,151,000 
Customer Accounts 4,917,000 
Allowance for Uncoil. Accounts 301,000 
Customer Service 1,986,000 
Administration & General 16,524,000 

Total O&H Expenses $322,096,000 

a. 

Commission Concerns 

While the commission determined that MECO was "probably 

entitled" to interim rate relief and approved an increase in 

rates for interim purposes, the commission did so with the 

^^See Interim Decision and Order, Exhibit A 

'̂See Stipulated Supplement, Exhibit 1 at 1 
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qualification that the commission's determination of interim 

rate relief: 

is necessarily quick, unlike the careful 
deliberation the commission consistently accords 
issues in rendering final decisions. In deciding 
interim rate relief, the commission must often 
postpone determinations of reasonableness with 
respect to certain unresolved matters. 
Otherwise, the speed with which [the public 
utility] is given interim rate relief would be 
affected. 

Interim Decision and Order at 10, n.l6 (citations omitted). 

In the Interim Decision and Order, the commission 

stated various concerns regarding MECO's O&M expenses. ̂^ 

Generally, the commission expressed that the increase in rates 

for the 2 012 Test Year appear to be driven by higher O&M 

expenses, and noted that "MECO's requested O&M expense in the 

instant docket represented over a 50% increase from the O&M 

expense level approved by the commission in MECO's 2007 test 

year rate case."^^ The commission stated specific concerns 

regarding: (1) executive compensation of MECO's ultimate 

holding company, HEI, (2) CIS project • costs in rates, and 

(3) increases in employee benefits; and remarked that these O&M 

expenses required further scrutiny. ̂^ 

^̂ See Interim Decision and Order at 30. 

^^Id. , n . 4 7 . 

55 See i d . a t 3 1 - 3 2 . 
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upon the issuance of the Interim Decision and Order, 

the Parties entered into a subsequent agreement to: (1) reflect 

actual regulatory commission expenses incurred; and (2) remove 

from MECO's 2012 Test Year expenses the allocated portion of 

non-incentive executive compensation costs and the allocation of 

miscellaneous administrative expenses from HEI, resulting in a 

net reduction of revenue requirements, as set forth in the 

Parties' Stipulated Supplement. ̂^ Later, the HECO Companies and 

the Consumer Advocate came to terms with respect to the audit of 

the CIS project and stipulated to a write-down of $5.5 million 

of deferred CIS costs for MECO. 

During the 2013 session, the Hawaii State Legislature 

("Legislature") expressed strong concerns regarding the 

increasing cost of electricity in the State. Specifically, the 

Legislature asserted the following: 

The legislature finds that electricity rates in 
the State are at record levels, due in large part 
to the high cost of petroleum used to fuel 
electric generation plants on all islands. In 
addition, electric utility operating expenses 
have substantially increased in recent years 
while electric sales have declined. The 
consequences of those circumstances have led to 
further electricity rate increases. Electric 
ratepayers are demanding immediate relief from 
increasing electricity rates. It is therefore 
imperative that Hawaii's electric utilities 

56 See Stipulated Supplement at 1. 
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accelerate their efforts to acquire lower cost 
clean energy resources and reduce existing energy 
and other utility operating expenses. 

Senate Bill No. 120, Senate Draft 1 at 1." 

Echoing the concerns articulated by the Legislature in 

Act 37, and upon further review and due to concerns arising from 

Docket No. 2012-0036, the HECO Companies' current IRP 

proceeding, the commission finds it reasonable and prudent to 

adjust certain additional O&M expenses as discussed in detail 

below. 

i) 

CIS Related Costs in Rates 

CIS, or the Customer Information System "is a new 

system that consists of hardware and software, including support 

system software that will replace . . . the existing ACCESS 

customer information system and serve" the HECO Companies. ̂^ 

On May 3, 2005, the commission issued Decision and 

Order No. 21798 in Docket No. 04-0268 ("CIS D&O"), approving: 

(1) the request of the HECO Companies to expend approximately 

$20,350,000 (provided that no amount of the costs of the project 

^^Senate Bill No. 120, Senate Draft 1 was signed into law on 
April 22, 2013, as Act 37, Session Laws of Hawaii ("SLH") 2013 
{"Act 37"). 

^^MECO T-18 at 2. 
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may be included in the HECO Companies' rate bases unless and 

until the project is in fact installed, and is used and useful 

for public utility purposes), and (2) certain accounting 

requests. ̂^ Rather than the proj ected twenty-four month 

completion date and estimated costs set forth in the HECO 

Companies' application, ̂° the CIS project was not completed until 

September 30, 2012, and the final cost of the CIS project 

increased to approximately $77,681,000, excluding certain AFUDC 

accruals for HECO and MECO.^^ Due to project delays and 

escalating costs, the commission ordered a regulatory audit of 

the CIS project in the HECO 2009 Rate Case. In January 2013, as 

discussed above, the Consumer Advocate and the HECO Companies 

entered into the Audit Stipulation to write-off a portion of the 

deferred costs, and to include the remainder of the costs, not 

already in rates, in rate base, which the commission approved 

with clarifications on March 19, 2013.^^ 

"see CIS D&O at 42. 

°̂See HECO Companies' CIS project application filed on 
August 26, 2004, in Docket No. 04-0268. 

^̂ See HECO's letters to' the commission dated October 4, 2012 
and April 1, 2013, filed in Docket No. 04-0268. 

'̂See Order No. 31126. 
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For MECO's 2012 Test Year, the Parties agreed to 

include into rates $1,036,000 in O&M expenses related to the CIS 

project, which MECO explains as follows: 

The $1,036,000 that is included in the MECO 2012 
test year represent CIS Project expenses 
associated with the development and 
implementation of the new CIS system {$203,000 
and $394,000, totaling $597,000 [for CIS O&M 
non-labor and labor expenses], and normalized 
post-CIS Project costs ($439,000) for the 
stabilization period which will last 
approximately sixteen months after the end of the 
Project[.] 

MECO's response to PUC-IR-12 at 1 (footnote omitted). 

With respect to the $439,000 in O&M costs in the 2012 

Test Year for normalized post-CIS project expenses, MECO states 

that: 

following the CIS Project, the Hawaiian 
Electric Companies will deploy an augmented 
support organization to resolve system issues, 
assist end-users and support Customer Service 
initiatives during the stabilization period. The 
stabilization period will last approximately 
sixteen (16) months, and is currently anticipated 
to take place between September 2012, through the 
end of 2013. The total operation and maintenance 
costs for the stabilization period were estimated 
to be $204,633 in 2012, $799,114 in 2013. Costs 
for the ongoing maintenance and operation of the 
system after the ^stabilization period is 
estimated at $311,961 in 2014, and along with the 
costs for 2012 and 2013, amount to a normalized 
total of $438,569 of O&M expense. 

MECO's response to PUC-IR-3 at 1-2 {footnote omitted). 

2011-0092 33 



Here, based on the record, the commission accepts as 

reasonable the inclusion of: {1) $597,000 for CIS labor and 

non-labor O&M expenses associated with the development and 

implementation of the CIS project; and (2) 2 012 projected costs 

for project stabilization {i.e., $204,633), as stipulated to by 

the Parties. However, the commission is concerned about the 

inclusion of 2013 and 2014 estimated costs in the calculation of 

2012 Test Year rates. The commission finds that the record does 

not sufficiently support inclusion of the proposed 2013 and 2014 

estimated costs and, thus, rejects inclusion of such costs as 

unreasonable. First, the 2013 amount of $799,114 is an 

estimated figure; it is uncertain how much of this amount will 

actually be expended in 2013. Second, since these O&M costs are 

associated with the stabilization period of the CIS project, it 

can be argued that these O&M expenses should be normalized over 

the useful life of the asset which caused the expense (i.e., 

twelve years) rather than three short years. Finally, the 2014 

projected costs of $311,961 included in the calculation for the 

stabilization period appear to be on-going O&M expenses for the 

CIS after the stabilization period is projected to be completed, 

at the end of 2013. The commission is uncertain why this amount 

was included in the calculation since estimated normal (or on­

going) O&M expenses for 2014 should not be recovered during the 

2012 Test Year. 
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Based on the foregoing, the commission finds it 

reasonable and appropriate to adjust the Parties' stipulated 

amount for post-CIS project O&M expenses associated with the 

stabilization period downward by $233,936 (i.e., $438,569 

$204,633). With this adjustment, the commission finds it 

reasonable to allow recovery of $204,633 for 2012 post-CIS 

project costs for the stabilization period and $597,000 for CIS 

labor and non-labor O&M expenses associated with the development 

and implementation of the CIS in the 2 012 Test Year. 

ii) 

Employee Benefits Expense 

Employee benefits expense is comprised of expenses 

related to providing pension and other employee benefits to 

MECO's employees. ̂"̂  These expenses are included in MECO's 

A&G O&M expenses, net of amounts transferred to construction and 

to other accounts.^' The types of employee benefits offered by 

MECO include pension, long-term disability, group medical, group 

dental, group vision, group life insurance, and long term care 

insurance. A complete list of MECO's employee benefits is set 

forth on page 29 of MECO T-12. 

"see MECO T-12 at 28. 

64 See id. at 28-29. 
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To determine the appropriate level of pension expenses 

to be included in rates, MECO tracks pension costs separately 

through its pension tracking mechanism, a mechanism which is 

currently used by all of the HECO Companies. The pension 

tracking mechanism, as first explained during the HELCO 

2006 test year rate case {"HELCO 2006 Rate Case"), is described 

as follows: 

[U]nder the proposed pension tracking mechanism, 
an amount is identified in each rate case as 
pension costs in rates, and once new rates are 
effective and until rates are changed in a 
subsequent rate case, the amount of pension costs 
is separately tracked. Under the mechanism, 
HELCO would fund pension contributions at the 
actuarially calculated NPPC as determined under 
generally accepted accounting principles subject 
to certain exceptions. During each rate case, 
the cumulative amount of pension costs in rates 
since the last rate proceeding is compared to the 
cumulative amount of contributions to the pension 
fund and this net amount is an addition (if the 
cumulative contribution exceeds the cumulative 
.amount in rates) or deduction (if the cumulative 
amount in rates exceeds the cumulative 
contribution) in the calculation of rate base. 
Then the test year ending pension balance in rate 
base is amortized over five years beginning when 
new rates are effective. 

See In re Hawaii Electric Light Company, Inc., Docket 

No. 05-0315, Decision and Order, issued on October 28, 2010 

{"HELCO 2006 Final") at 43-44. MECO uses a similar mechanism to 

track post-retirement benefits other than pension {"OPEB") 

costs, which is known as the OPEB tracking mechanism. The 
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commission first approved the pension and OPEB tracking 

mechanisms during the HELCO 2006 Rate Case.^^ 

For the 2012 Test Year, MECO initially proposed 

employee benefits expenses of $8,822,000 on a consolidated 

basis. ̂^ This amount excludes employee benefit transfers of 

$2,755,000. Based on updated net periodic pension cost ("NPPC") 

and net periodic benefits cost ("NPBC") figures provided by 

MECO's actuary, the Parties negotiated and ultimately stipulated 

to total A&G employee pensions and other benefits of $8,975,000, 

on a consolidated basis (net of $3,981,000 transferred to 

construction and other accounts) for 2012 Test Year.̂ "̂  

Upon review, the commission finds the Parties' 

stipulation for employee benefits expense of $8,975,000 for the 

2012 Test Year to be unreasonable. This stipulated amount is 

$3,199,500 (or approximately 55.4%) more than what was approved 

by the commission in the MECO 2 010 Rate Case, wherein the 

commission approved $5,775,500 for employee benefits expense, 

which is illustrated in the diagram below. 

^^See HELCO 2006 Final at 46. 

^^See MECO T-12 at 29. See also MECO-1201 at 1 (column 1). 

^^See Settlement Agreement, MECO T-12, Attachment 1 (Final 
Settlement) at 1. 
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Pensions 

Other Post 
Retirement Benefits 

Defined 
Contributions 

Other Benefits 
(Vision, etc.) 

MECO Adjustments 

Rounding 

Total Employee 
Benefits 

Employee Benefits 
Transfers 

Total Charged to 
A&G O&H Expenses 

Settlement 
2010 

$4,375,000 

623,600 

3,189,900 

( 81,600) 

$8,106,900 

(2,331,400) 

$5,775,500 

Settlement 
2012 

$ 8,969,000 

507,000 

40,000 

3,661,000 

( 222,000) 

1,000 

$12,956,000 

(3,981,000) 

$ 8,975,000 

Difference 
in $$ 

$4,594,000 

( 116,600) 

40,000 

471,100 

{ 140,400) 

1,000 

$4,849,100 

(1,649,600) 

$3,199,500 

Difference 
in % 

105.OH 

(18.7%) 

14.8% 

59.8% 

70.8% 

55.4% 

See Settlement Agreement, MECO T-11, Attachment 1 at 1 (Final 

Settlement), filed in Docket No. 2009-0163; Settlement 

Agreement, MECO T-12, Attachment 1 at 1 {Final Settlement), 

filed in Docket No. 2011-0092." 

^^This pension amount is comprised of the NPPC and 
amortization of the regulatory pension asset via the pension 
tracking mechanism. The increase without the regulatory pension 
asset results in an increase of $3,923,000 (2012 amount of 
$7,978,000 - 2010 amount of $4,055,000), or approximately 96.7% 
over the 2010 NPPC test year amount. 

^Vlthough, the 55.40% increase in costs in two years (i.e., 
from 2010 to 2012) in and of itself is significant, the 
commission notes that the percentage increase would have been 
larger but for the increase in the employee benefits transfer 
factor {benefits transferred to capital projects) which 
increased from 24.00% to 30.30%, as stipulated to by the 
Parties. See Settlement Agreement, Exhibit 1 at 72. 
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The commission is particularly concerned that pension 

expense increased by $4,594,000 (or approximately 105%) from the 

2010 to 2012 test years ($4,375,000 to $8,969,000, 

respectively) . Requiring ratepayers to absorb ttiis level of 

increase over a short two-year period is unreasonable, given 

that the large increase in pension costs may be linked to MECO's 

decision to not explore alternatives to its current 

non-contributory defined benefit plans. In response to 

commission inquiry on whether MECO considered an alternative 

form of pension including requiring employees to contribute a 

percentage of their salaries towards their own retirement, or 

moving all their employees to a defined contribution plan to 

avoid passing on to its ratepayers the entire increase in costs 

for MECO's chosen form of retirement for its employees, MECO 

responded as follows: 

No, MECO has not considered alternatives to avoid 
passing on to MECO- ratepayers the entire increase 
in the cost to fund a non-contributory defined 
benefit retirement plan. However, traditionally, 
pensions are considered a reasonable cost of 
doing business for a utility company. For 
instance, reasonable expenses incurred in 
maintaining a pension plan for utility employees 
benefit the utility, its employees and the 
public, and therefore constitute legitimate 
operating expenses. . . . Amounts contributed to 
a pension fund are recoverable as long as the 
payments are reasonable and the plan provides for 
no more than a proper discretionary control to be 
exercised by the utility over the pension system. 
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MECO has not considered requiring employees to 
contribute a percentage of their salary to the 
defined benefit retirement plan. 

MECO's response to PUC-IR-8 at 1. 

The commission agrees with MECO that pension costs are 

traditionally considered reasonable costs of doing business and 

are normally recoverable; however, the central issue is whether 

it is reasonable for ratepayers to absorb the full amount of the 

increase in pension costs if MECO fails to explore alternatives 

to its existing plans in an effort to decrease or limit the 

growth in costs. ̂° Moreover, due to the use of the tracking 

mechanism it does not appear that MECO (and its parent 

companies) • have a vested interest with respect to limiting the 

growth in pension costs.^^ These are issues that need to be 

^°The commission is aware that MECO changed the structure of 
its defined benefit plans for employees hired after May 1, 2011, 
"in an effort to control costs" by "lowering the multiplier used 
to calculate the pension benefit, reducing subsidies related to 
early retirement, raising the ages of eligibility for retirement 
benefits and eliminating automatic cost of living increases." 
MECO ST-12A at 2. However, these cost containment efforts 
appear to have no effect for the 2012 Test Year or any effect in 
the near-term given that MECO anticipates NPPC to increase to 
$10,600,000 in 2013. See MECO ST-2A at 26. 

^^During an April 2013 interview published in EnergyBiz, 
when questioned whether unfunded pension obligations are a major 
problem for the electric industry, an HEI executive responded 
that the pension tracking mechanism largely immunizes the HECO 
Companies from an income standpoint and stated that when these 
benefits are paid they get it back in electric rates over time. 
See Martin Rosenberg, Unprecedented Spending Ahead, says Hawaii 
Exec, EnergyBiz, April 22, 2013. 
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investigated in depth prior to or during the next round of HECO 

Companies rate case proceedings. 

Due to these concerns, the commission required MECO to 

update its accounts and provide a response to demonstrate the 

likely effects of a commission decision to revise the 

calculation of pension costs for the 2012 Test Year by utilizing 

a simple average of the 2 012, 2011, and 2 010 NPPC accruals as 

set forth in the docket record (with a similar revision for OPEB 

costs); and a commission discontinuation of the use of the 

pension and OPEB tracking mechanisms. ̂^ By its IR, the 

commission clarified that under the revised calculation, pension 

costs for the 2012 Test Year would be $6,132,000, which would 

result in an $1,846,000 downward adjustment to the Parties' 

stipulated pension cost amount of $7,978,000 (NPPC amount 

excluding the amortization of the regulatory pension assets).^^ 

In response, MECO states that the commission's proposed 

revised calculation of pension costs for the 2012 Test Year 

would be an intentional understatement of MECO's NPPC by 

$1,846,000 and that such treatment of pension expense would not 

be appropriate, particularly if the pension and OPEB tracking 

"'̂ See PUC-IR-7 issued to MECO on November 14, 2012 

''̂ See id. 
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mechanisms are discontinued.^' MECO provided supplemental 

testimony expressing its concerns about the possible 

discontinuation of the pension and OPEB tracking mechanisms on 

November 30, 2 012, and requested a hearing regarding the 

mechanisms if the commission were to eliminate the mechanisms. ̂^ 

MECO States that the pension and OPEB tracking 

mechanisms provide for the recovery of pension and OPEB costs 

over time.^^ According to MECO, the tracking mechanisms fairly 

and accurately balance the interests of ratepayers with those of 

MECO and its investors "[b]y preventing the over- or 

under-recovery of pension and OPEB costs [ . ]"^^ MECO argues that 

the "reconciliation mechanism in the trackers ensures that 

neither ratepayers nor the utility will unnecessarily gain (or 

lose) to the detriment {or benefit) of the other party. "''̂  MECO 

asserts that elimination of the pension and OPEB tracking 

mechanisms would have severe consequences for all of the HECO 

Companies. ̂^ In sum, MECO states that elimination of the 

"̂ 'See MECO's response to PUC-IR-7 at 3. 

^̂ See MECO ST-2A at 4. 

"̂ Ŝee id . a t 2. 

' ' i d . 

^«Id. 

79 I d . 
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tracking mechanisms would be unfair to the Company, its 

shareholders, and its customers; cause recovery of pension and 

OPEB costs to be uncertain; and would require MECO to issue 

additional equity to maintain their equity ratios to adhere to 

generally accepted accounting principles. ®° MECO also asserts 

that elimination of the "pension and OPEB tracking mechanisms, 

particularly at a time when pension costs are known to be 

increasing, would substantially increase the likelihood of 

another downgrade of the Companies' credit rating, which would 

place them in the non-investment grade category."®""" MECO 

provides supplemental testimonies as MECO ST-2A, MECO ST-11, 

MECO ST-12A, and MECO ST-20 all in opposition to the elimination 

of the tracking mechanisms. 

As a concession, stating that it is sensitive to the 

burdens that any increase would have on its customers, MECO 

proposes that the commission-allow the pension and OPEB tracking 

mechanisms to continue while also incorporating a test year 

estimate for NPPC for the 2012 Test Year that is lower than the 

amount stipulated to by the Parties in their Settlement 

Agreement.®' MECO states that using a three-year average of NPPC 

®°See id. at 3-4. 

'̂ Id. at 4. 

62 See id. at 29. 
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for 2010-2012, as initially proposed by the commission in 

PUC-IR-7, is a viable option.®^ 

Based on the foregoing, the commission finds it 

reasonable and in the public interest to recalculate pension 

costs for the 2012 Test Year by taking the three-year simple 

average of 2010, 2011, and 2012 NPPC accruals and, for 

consistency, to apply the same calculation for OPEB costs for 

the 2012 Test Year, resulting in revised pension and OPEB costs 

of $6,132,000 and $544,000, respectively. These adjustments 

result in a $1,262,000 net downward adjustment to the Parties' 

stipulated A&G O&M expenses. As stated above, this and other 

issues may be investigated in depth during MECO's next rate case 

proceeding. Thus, in sum, the commission finds reasonable 

A&G O&M expenses of $15,262,000 at present rates for the 

2012 Test Year, 

It is presumptuous and unreasonable for MECO and the 

other HECO Companies to assume they may have a blank check with 

regard to employee benefit expenses by expecting customers to 

pay for all cost increases, as was suggested in recent public 

comments by a HEI executive. The commission expects MECO, and 

other HECO Companies, to aggressively pursue every effort to 

®̂ See id. 
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control and reduce employee benefit costs, not just defer cost 

increases for future recovery under the tracking mechanisms. 

In addition, based on the record established in this 

proceeding, the commission will allow the pension and OPEB 

tracking mechanisms to continue in their present forms, at this 

time. However, as noted above, the appropriate level of 

increasing pension costs that ratepayers should bear if MECO 

continues to fail to explore alternatives to existing pension 

plans to decrease or limit the growth in costs will be reviewed 

in depth prior to or during the next round of HECO Companies' 

rate case proceedings. The current tracking mechanisms do not 

appear to provide any economic incentive to control pension and 

OPEB expenses. However, the extent to which the HECO Companies 

actively pursue employee benefit cost controls and reductions 

would inform the commission's perspective on these matters. 

iii) 

Future Study Costs 

For the 2012 Test Year, MECO initially included a total 

normalized test year estimate of $4,486,000 related to costs for 

future studies and IRP non-labor expenses. ®' In sum, MECO 

included normalized estimated costs for: (1) five production 

84 See Settlement Agreement, Exhibit 1 at 7 
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operational studies; (2) the Waena competitive bidding request 

for proposal ("RFPs"); (3) the Waena self-build option ("SBO"); 

(4) four studies related to integration of renewable energy 

resources; (5) nine transmission and distribution {"T&D") 

studies (collectively, "Future Studies"); and (6) IRP non-labor 

expenses. ®̂  The normalized O&M expenses and MECO's 

justifications for these Future Studies and IRP non-labor 

expenses are detailed in various O&M account (i.e., production, 

transmission and distribution, customer service, and A&G) 

discussions. 

In its review of MECO's planned Future Studies, the 

Consumer Advocate characterizes them as "discrete and expensive" 

future study efforts.®^ According to the Consumer Advocate, 

"[i]n many instances, these are study efforts that MECO expects 

to extend over several years that have uncertain schedules and 

budgets and for which there is no contract or other firm 

commitment to actually conduct the study and incur the cost."®̂  

The Consumer Advocate proposes to reduce the overall 2 012 Test 

®̂ See id. at 5-7. 

®̂ CA-T-2 at 52. 

®'ld̂  
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Year expenses for these study efforts by 25%. In support of 

its recommendation, the Consumer Advocate states the following: 

The incremental costs being proposed by MECO for 
the many special studies listed on C-2 are 
speculative estimated amounts for work that could 
extend over many future years, where the scope of 
planned efforts and range of expected costs is 
highly uncertain. These amounts should not be 
accepted by the Commission and imposed upon 
ratepayers without insertion of some budgetary 
constraints. Most of the listed special study 
efforts have either not commenced or are just 
starting up, such that work scope and budget 
amounts have not been well refined or documented. 
There is little evidence supporting most of the 
proposed cost amounts, as explained below, and 
tremendous uncertainty surrounding completion of 
the efforts at the estimated cost levels. 

Rather than accepting all of the amounts proposed 
by MECO or attempting to independently scope and 
estimate alternative amounts, the Consumer 
Advocate recommends approval of a reduced overall 
provision for a portfolio of future studies that 
may ultimately be needed and undertaken by the 
Company, so as to encourage careful resource 
allocation and cost control in this area. In my 
judgment, advance ratepayer funding at 75 percent 
of MECO's estimated costs across all of the 
planned initiatives should provide substantial 
resources for the completion of a prioritized 
majority of the planned work, particularly if 
utility management is able to exercise cost 
control in soliciting and awarding contracts for 
this work. 

CA-T-2 at 53-54 (emphasis in original). 

'See id 
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In its rebuttal testimony, MECO disagreed with the 

Consumer Advocate's proposal arguing, among other things, that 

MECO already exercises cost controls when soliciting and 

awarding contracts. ®̂  Ultimately, for the purpose of reaching a 

global settlement, the Parties agreed to include $3,562,000 for 

the various "studies" and IRP non-labor expenses as summarized 

on pages 6 and 7 of Exhibit 1 of the Settlement Agreement. ̂° 

Basically, aside from the operational flexibility study, ̂^ MECO 

®̂ In addition, certain adjustments were made with respect to 
MECO's direct testimony position regarding its normalized 2012 
Test Year expenses for future studies. For instance, the 
normalized test year estimate for the proposed biofuel storage 
study was reduced to $0 given MECO's confirmation in its 
response to CA-IR-55 that the biofuel study will be included as 
part of MECO's fuels master plan, which is likely to result in a 
capital project. See Settlement Agreement, Exhibit 1 at 26. 
Moreover, based on new information related to its communications 
system study, MECO included an additional normalized cost of 
$349,000 in its 2012 T&D test year estimate for future studies 
for the telecom master plan. See Settlement Agreement, Exhibit 
1 at 36-37. MECO provides details regarding the telecom master 
plan in MECO RT-8. 

^°See also Settlement Agreement, Exhibit 1 at 26-28; 36-38; 
51-52; and 61. 

"̂̂ For the operational flexibility study, the Parties agreed 
to remove the $22,625 contingency and miscellaneous expenses 
allowance from the total contract amount of $384,607, gross up 
that amount to include general excise tax of 4.167%, and 
normalized the amount over three years, for a normalized 2012 
Test Year estimate of $126,000. According to the Parties, 
"[t]he rational for not reducing the test year estimate for the 
operational flexibility study is (1) MECO has issued and signed 
a work authorization (i.e., purchase order, which, in 
conjunction with the vendor's proposal, forms a contract), for 
the test year estimate (before normalization) (CA-IR-487, 
AttaclTment A) , {2) the vendor has started work on this study. 
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accepted the Consumer Advocate's proposed 25% reduction of the 

normalized costs for each of the Future Studies. 

Here, the commission finds MECO's estimated normalized 

2012 Test Year costs for the Future Studies to be excessive 

especially since there appears to be much uncertainty regarding 

the scope of work and actual costs regarding many of the Future 

Studies.^' As the Consumer Advocate notes, MECO's estimate for 

Future Studies are "speculative estimated amounts for work that 

could extend over many future years, where the scope of planned 

efforts and range of expected costs is highly uncertain."^^ The 

Consumer Advocate further notes that: (1) much of MECO's Future 

Study efforts have either not commenced, or are just starting 

up; (2) the scope of work and budget amounts for the Future 

Studies have not been well refined or documented; (3) there is 

little evidence supporting most of the proposed cost amounts; 

and {4) there is tremendous uncertainty surrounding the 

completion of the Future Study efforts at the estimated cost 

levels.'' 

and (3) the contingency and miscellaneous amount of $22,625 have 
been removed." See Settlement Agreement, Exhibit 1 at 26-27. 

''See CA-T-2 at 55-66 and CA-T-1 at 108-116. 

"CA-T-2 at 53. 

94 See id. 
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The Consumer Advocate asserts that the commission 

should not accept MECO's estimated amounts and impose them on 

ratepayers without insertion of budgetary constraints.'^ The 

commission agrees. However, rather than estimating the 

normalized costs of Future Studies to be 75% of MECO's estimate, 

as proposed by the Consumer Advocate and largely accepted by 

MECO, the commission believes that 50% ratepayer advance funding 

(of MECO's estimate) for Future Studies is a more equitable 

distribution of these uncertain costs, at this juncture. In 

addition, the commission is concerned that while a number of 

studies have already been completed regarding, for example, 

integration of wind energy, MECO appears to have not fully 

implemented study recommendations. This concern is discussed 

further in later sections of this Decision and Order. Finally, 

the commission strongly echoes the Consumer Advocate's 

suggestion that MECO needs to prioritize its future study 

efforts. The commission believes that this adjustment to MECO's 

normalized test year estimate will motivate MECO to prioritize 

its efforts and more fully utilize the study recommendations. 

To this end, similar to the Consumer Advocate, the commission 

will not dictate which of the over twenty future study efforts 

MECO should pursue, but instead emphasizes that MECO's decisions 

should benefit ratepayers in a cost-effective manner. 

95 See id. 
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It is the commission's impression that there is a trend 

of increasing number of technical studies being either 

incorporated into rate increase requests or into separate 

accounting deferral requests. The commission is concerned about 

this apparent trend. While technical studies may be necessary, 

perpetually studying the same or similar issues has no value for 

ratepayers and should not be an excuse for failure to act when 

it is in the customers' interest to do so. It is reasonable to 

expect a disciplined cost-controlled, well-managed company would 

be able to find off-setting cost reductions when there is a need 

to perform technical studies. Finally, tectinical studies to 

examine integratiori of renewable energy should not be a 

distinguishing characteristic for special cost recovery 

consideration; this should be a normal part of the utility's 

responsibilities. 

Based on the foregoing, the commission finds it 

reasonable to adjust MECO's normalized 2 012 Test Year O&M 

expenses for Future Studies, as stipulated by the Parties, 

downward by $980,000.'^ With this adjustment, the commission 

'̂ This adjustment amount is derived by, first, removing 
$676,000 for IRP non-labor expenses from the Parties' 
calculations since IRP non-labor expense is addressed in the 
appropriate section below, then, adjusting MECO's rebuttal 
testimony number, as revised, by multiplying it by 0.50; 
($4,488,000 - $676,000) x 0.5 resulting in $1,906,000. The 
difference between the Parties stipulated estimate for Future 
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finds reasonable a normalized 2012 Test Year estimate of 

$1,906,000 for Future Studies, which are summarized on pages 6 

and 7 of Exhibit 1 of the Parties' Settlement Agreement. 

iv) 

IRP Expenses 

On March 1, 2012, the commission initiated Docket 

No. 2 012-003 6 to commence the IRP cycle for the HECO Companies^'' 

to examine the IRP Report and Action Plans for the planning 

period 2013-2032 {"IRP 2013"), to be submitted to the 

commission, in compliance with the commission's A Framework f o r 

I n t e g r a t e d Resource Planning, Revised March 14, 2011 ("Revised 

Framework").'® Based on the Revised Framework,'^ the commission 

Studies, as revised (i.e., $3,562,000 - $676,000) and $1,906,000 
is $980,000. 

'''see In re Public Utilities Commission, Order No. 3 0233 
Initiating HECO Companies' Integrated Resource Planning Process, 
filed on March 1, 2 012, in Docket No. 2012-003 6 ("Order 
Initiating IRP"). 

®̂See In re Public Utilities Commission, Decision and Order, 
issued on March 14, 2 011, in Docket No. 2009-0108 ("IRP 
Framework D&O"). 

^̂ The Revised Framework incorporates the concept of scenario 
planning, and "to better ensure a timely and transparent 
process, the commission incorporated into the Revised Framework 
an Independent Entity ("IE") to facilitate the IRP process and 
verify that the process is conducted in a manner consistent with 
the Revised Framework." Order Initiating IRP at 3 {footnote 
omitted). 
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established the following specific procedural milestones for 

Docket No. 2012-0036: 

Milestone 
1. Docket Opens 
2. Independent Entity selected by the 

commission 
3. HECO Companies file IRP schedule with 

commission 
4. Deadline to apply to serve on 

Advisory Group 
5. Commission establishes the Advisory 

Group 
6. HECO Companies file IRP Report and 

Action Plan with commission 

7. HECO Companies publish in the 
newspaper a notice that they have 
filed the IRP Report and Action Plan 
with the Commission 

8. Applications to intervene are due to 
the commi s s ion 

9 . Commission renders a decision on the 
IRP Action Plan within 6 months, to 
the extent possible 

Timing 
Day 1 
60 days from docket 
open 
90 days from docket 
opening 
100 days from docket 
opening 
120 days from docket 
opening 
3 65 days from the 
establishment of the 
Advisory Group 
7 days after filing IRP 
Report and Action Plan 

20 days after 
publication by the HECO 
Companies 
180 days from the HECO 
Companies filing of the 
IRP Report and Action 
Plan 

See Order Initiating IRP at 9-10. 

Consistent with the established milestones: (1) the 

commission selected Carl Freedman of Haiku Design and Analysis 

to serve as the IE for the HECO Companies' IRP 2013 

proceeding^^'^; (2) the HECO Companies established a detailed 

°̂°See Commission letter addressed to Jeffrey T. Ono, 
Executive Director of the Division of Consumer Advocacy and 
Dean K. Matsuura, Manager of Regulatory Affairs of HECO dated 
May 1, 2012, issued in Docket No. 2012-0036 ("Commission IE 
Letter"). In that letter, the commission stated that the IE 
shall be responsible for providing unbiased oversight of the IRP 
process in a cost-effective and timely manner and that 

2011-0092 53 



schedule for their IRP 2013̂ °"̂ ; and {3) the commission, on 

June 29, 2012, issued an order establishing the HECO Companies' 

IRP 2013 Advisory Group ("IRPAG"). ̂ °' Thus, pursuant to the 

milestones (and the Revised Framework), the HECO Companies are 

required to file their IRP Report and Action Plans by June 28, 

2013 (i.e., 365 days from the establislunent of the IRPAG).^°^ 

Pursuant to the Revised Framework, the IE submits to 

the commission periodic reports that are filed in Docket 

No. 2012-0036 (e.g., quarterly and certification reports) to 

keep the commission abreast of the HECO Companies' progress in 

IRP 2013. The IE, in his First Quarterly Report on the Status 

and Evaluation of the HECO/MECO/HELCO IRP Process ("First 

Quarter Report"), filed on October 23, 2012, identified certain 

concerns and deficiencies in the HECO Companies' IRP 2013 

planning process. For instance, the IE reported that: (1) the 

Mr. Freedman "shall report directly to, take direction from, and 
be accountable to, the Commission." See Commission IE Letter 
at 2. 

°̂̂ See - HECO Companies' letter to the commission dated 
May 30, 2012, transmitting their IRP 2013 Schedule as Exhibit 1 
("IRP 2013 Schedule"). 

°̂'See In re Public Utilities Commission, Order No. 30513 
Establishing the Advisory Group for the HECO Companies' 
Integrated Resource Planning Process, filed on June 19, 2012, in 
Docket No. 2012-0036. 

103 See Order Initiating IRP at 9. See also IRP 2013 
Schedule at 2. 
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identification of objectives and metrics have not been finalized 

at the end of the first quarter̂ "'; (2) "the identified metrics 

[in the latest drafts] are not sufficient, of themselves, to 

sufficiently and accurately characterize the attainment of the 

objectives"^°^; and (3) the planning scenarios and forecasts have 

not been finalized.^°^ Thus, progress for IRP 2013 appears 

delayed since based on the IRP 2013 Schedule the objectives and 

matrices were to be finalized in August 17, 2012, and scenarios 

and forecasts were to be finalized by October 12, 2012.̂ °̂  

In his Certification of Phases I and II of the 

HECO/MECO/HELCO IRP Process report ("First Certification 

Report"), the IE reported more troubling concerns with the 

progress of IRP 2013 which leads the commission to believe that 

the HECO Companies may be unable to timely complete and submit 

their IRP Report and Action Plans, delaying the overall progress 

of this proceeding. Specifically, with respect to planning 

objectives, the IE notes that the "current statement of measures 

of achievement remain deficient."̂ °® With respect to resource 

°̂'see First Quarter Report at 5. 

°̂̂ Id. 

°̂̂ See id. at 7. 

°̂̂ See IRP 2013 Schedule at 1. 

°̂®First Certification Report at 12. 
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options, the IE reports that the IRP process is not being 

conducted consistent with the provisions of the Revised 

Framework and that there are some clear procedural 

infractions .•̂ °' In addition, it does not appear that the HECO 

Companies have been sufficiently responding to the concerns and 

issues raised by the IRPAG-̂ °̂ and the HECO Companies appear to be 

behind the schedule that they established. Finally, while the 

principal issues for IRP 2013 were identified early during 

Phase I of the process, it does not appear that appropriate 

progress have been achieved at this stage to address them. The 

lE's Second Quarterly Report filed on January 18, 2013, does not 

provide the commission with any reasonable comfort regarding the 

progress of the HECO Companies' IRP 2 013 process. ̂^̂  

With respect to IRP cost recovery, the Revised 

Framework states the following: 

The utility shall be entitled to recover its 
integrated resource planning and implementation 
costs that are reasonably incurred as determined 
by the Commission. The utility shall record 
costs associated with its integrated resource 
planning process in separate accounts to allow 

°̂'See id. at 13-16. 

^̂ °See id. at 9-10. 

^̂ •̂ See Second Quarterly Report on the Status of the 
HECO/MECO/HELCO IRP Process, filed on January 18, 2013, in 
Docket No. 2012-0036. 
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review of the actual costs incurred as compared 
to the forecasted costs presented in each rate 
case or other equivalent cost-recovery mechanism. 

IRP Framework D&O, Exhibit 1 at 21 (Section IV.A, Cost Recovery) 

(emphasis added). 

At this juncture, recovery of IRP related costs appear 

to be premature. The IRP process is currently on-going and the 

IE has raised significant concerns regarding the HECO Companies' 

efforts, some of which are discussed above. These concerns 

indicate that compliance with the Revised Framework is uncertain 

at this time. Moreover, as the Consumer Advocate remarked in 

this proceeding, MECO is likely to over-recover IRP costs if the 

amounts included in the 2012 Test Year are not actually incurred 

as planned. •̂•̂' Due to these concerns, the commission, at this 

time, cannot appropriately determine whether MECO's IRP 

normalized expenses for the 2012 Test Year have been reasonably 

incurred, as required by the Revised Framework. Thus, the 

commission finds it reasonable and prudent to include an 

$806,000 downward adjustment to MECO's O&M expenses. This 

amount represents an elimination of MECO's 2 012 Test Year 

normalized IRP labor and non-labor costs as stipulated to by the 

Parties ."̂̂ "̂  The appropriate level and method of cost recovery 

^̂ 'See CA-T-2 at 64. 

^"See Settlement Agreement, Exhibit 1 at 51; MECO-1005; 
MECO's response to CA-IR-80, Attachment 2 at 1. 
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for MECO'S IRP expenses will be determined by the commission in 

Docket No. 2012-0036, consistent with the requirements of the 

Revised Framework. 

b. 

Total O&M Expenses 

With respect to the remaining 2012 Test Year O&M 

expense determinations on, for example, fuel, purchased power, 

production, and transmission, the commission approves the 

Parties' agreed-upon terms in their Settlement Agreement, as 

revised and later supplemented, with the adjustments discussed 

above, as applicable, as reasonable and supported by the present 

record. 

Based on the foregoing, the commission approves for the 

2012 Test Year total O&M expenses of $318,814,000 at present 

rates, which are detailed in the Results of Operation schedule 

attached to this Decision and Order. 
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2. 

Expenses Other Than O&M Expenses 

a. 

Depreciation & Amortization 

The National Association of Regulatory Utility 

Commissioners Uniform System of Accounts for Class A and B 

Electric Utilities defines depreciation as follows: 

[Depreciation], as applied to the depreciable 
utility plant, means the loss in service value 
not restored by current maintenance, incurred in 
connection with the consumption or prospective 
retirement of utility plant in the course of 
service from causes which are Jcnown to be in 
current operation and against which the utility 
is not protected by insurance. Among the causes 
to be given consideration are wear and tear, 
decay, action of the elements, inadequacy, 
obsolescence, changes in the art, changes in the 
demand and requirements of public authorities. 

MECO T-14 at 2. Test year depreciation and amortization expense 

estimates were calculated by: 

[F]irst determining the estimated test year 
depreciation accrual and then adjusting for 
(1) vehicle depreciation, (2) contribution in aid 
of construction amortization, (3) federal 
investment tax credit amortization, and (4) the 
amortization of net regulatory assets and 
liabilities related to Statement of Financial 
Accounting Standards {"SFAS") No. 109, Accounting 
for Income Taxes. Accumulated depreciation 
represents the cumulative total of annual 
depreciation and amortization accrual amounts, 
after adjustments for retired assets, including 
(1) estimated plant retirements, (2) estimated 
salvage value of plant retirements, (3) estimated 
cost of removal of plant retirements, and 
(4) estimated plant adjustment to reflect the 
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adoption of the Company's Commission-approved 
vintage amortization accounting. 

Settlement Agreement, Exhibit 1 at 75. 

Initially, MECO proposed a 2012 Test Year consolidated 

estimate for depreciation expense of $19,849,000.^^' Later, MECO 

revised its estimate to $19,687,000 to reflect the recalculated 

amount of test year depreciation accrual on actual plant 

balances as of December 31, 2 011, and to correct certain 

calculation errors. "̂^̂  With respect to these errors, MECO 

explains as follows: 

In the calculation of depreciation expense and 
accumulated depreciation in the direct testimony 
in this rate case proceeding, MECO inadvertently 
calculated depreciation expense for certain 
production plant accounts at the sub-prime 
account level but should have calculated 
depreciation expense for these accounts at the 
prime account level. As shown in MECO-RWP-1401, 
page 4, line 11, the result of this correction is 
a $279,000 increase in 2012 test year 
depreciation expense (see MECO RT-14, pages 3-4) 
and a corresponding increase to accumulated 
depreciation, as shown at MECO-RWP-1401, page 2, 
line 2. In its rebuttal testimony, the Company 
made two other corrections to its depreciation 
accrual and accumulated depreciation totaling a 
reduction of $43,000 (see MECO-RWP-1401, page 3, 
line 2) for (1) correction to the depreciation 
rate for Molokai Division vehicles; and 
(2) correction for the calculation for Molokai 

^̂ 'See MECO T-14 at 16. See also MECO-1401 and Settlement 
Agreement, Exhibit 1 at 75. 

^̂ Ŝee MECO RT-14 at 1-4. See also Settlement Agreement, 
Exhibit 1 at 75-76. 
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Division transmission ' plant. Consequently, 
accumulated depreciation increased by a net of 

$236,000[.] 

Settlement Agreement, Exhibit 1 at 76. 

The Consumer Advocate accepted MECO's adjustments to 

this expense item, and the Parties stipulated to. a net 

depreciation expense amount of $19,687,000, on a consolidated 

basis, for the 2012 Test Year.̂ ^̂  

Upon review, the commission finds reasonable the 

Parties' consolidated depreciation expense estimate of 

$19,687,000 at present rates for the 2012 Test Year. 

b. 

Amortization of State Investment Tax Credits ("ITC") 

According to MECO, "[u]namortized investment tax 

credits are tax credits which reduce tax payments in the years 

the credits originate, but for ratemaking purposes, the credits 

are amortized. "̂"'̂'̂  MECO further explains that "the unamortized 

balance serves to reduce rate base and the annual amortization 

reduces income tax expense. ""'̂̂® 

116 See Settlement Agreement, Exhibit 1 at 76. See also 
Stipulated Supplement, Exhibit 1 at 1. 

^^''See MECO T-17 a t 2 0 . 

1 1 8 See MECO T-15 a t 2 9 . 
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For the 2012 Test Year, MECO proposed a normalized 

estimate for amortization of state tax credits of $274,000. •'"̂' 

In its direct testimony, the Consumer Advocate recommended a 

$2,000 downward adjustment to this tax-related item, resulting 

in credit estimate of $272,000, to reflect the depreciation 

rates approved in Docket No. 2009-0286.^'° MECO agreed to accept 

the Consumer Advocate's adjustment, and the Parties agreed to an 

amortization of State ITC amount of $272,000 for the 2012 Test 

Year 

Based on the forgoing, the commission finds the 

Parties' estimate of $272,000 for amortization of State ITC at 

present rates for the 2 012 Test Year to be reasonable. 

c. 

Taxes Other Than Income Taxes ("TOTIT") 

Taxes included in TOTIT relate either to payroll or 

utility revenues, and are (1) Federal Insurance Contribution Act 

and Medicare taxes; (2) Federal Unemployment tax; (3) State 

Unemployment tax; (4) State Public Service Company tax; 

(5) State Public Utility fee; and (6) County Public Utilities 

^̂ 'See MECO-1504 at 2. See also Settlement Agreement, 
Exhibit 1 at 77. 

120 See Settlement Agreement, Exhibit 1 at 77. 
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Franchise tax.-*-'̂  A summary of the Parties' calculation for 

TOTIT is set forth in their Revised Settlement Agreement. •'"" 

Through their stipulations, the Parties ultimately agree to 

TOTIT of $38,519,000 at present rates and $39,667,000 at 

proposed rates for the 2012 Test Year."̂ '̂  

Upon review, the commission finds the methodology used 

by the Parties to calculate TOTIT to be generally consistent 

with how TOTIT was calculated in previous rate case proceedings. 

Thus, the commission finds the Parties' methodology to calculate 

TOTIT for this proceeding to be reasonable. However, due to the 

commission's adjustments to various O&M expenses, as discussed 

above, the . commission finds TOTIT of $38,520,000 and 

$38,989,000, at present and approved rates, respectively, to be 

reasonable for the 2012 Test Year. 

d. 

Interest on Customer Deposits 

Customer deposits are amounts MECO collects from 

customers as security for their electric service.^" Such 

'̂̂ See MECO T-15 at 2. 

^"See Revised Settlement Agreement, Exhibit lA at 7-12. 

'̂̂ See Stipulated Supplement, Exhibit 1 at 1. 

^"See MECO T-9 at 24. 
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deposits are required in cases where an applicant for service 

cannot establish credit by any of the methods set forth in MECO 

Tariff Rule No. 5 (Establisliment and Re-establishment of 

Credit)."^'^ "The customer deposit is held until the customer has 

established a record of twelve months of continuous prompt 

payments, has closed the account, or service has been terminated 

for nonpayment of the full deposit and/or electric bills."^'^ In 

accord with its tariff, MECO pays 6.00% interest on its customer 

deposit.^''' 

The Consumer Advocate accepts MECO's consolidated 

estimate of $280,000 for interest on customer deposits at 

present rates for the 2012 Test Year, which is an amount 

supported in MECO's direct testimony.^'® Specifically, MECO 

states that the "2012 test year estimate of interest on customer 

deposit was derived by multiplying the average customer deposits 

for the 2012 test year of $4,649,000 by the 6% interest rate to 

arrive at the $280,000 consolidated test year estimate for 

interest on customer deposits [.] ""'̂" 

'̂̂ See id^ at 25. 

'̂̂ Id. 

'̂''See MECO T-9 at 26. See also MECO Tariff Rule No. 6. 

'̂®See Settlement Agreement, Exhibit 1 at 85. See also 
Stipulated Supplement, Exhibit 1 at 1. 

^"MECO T-9 at 27. 
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Here, the commission finds reasonable the Parties' 

estimate of $280,000 for interest on customer deposits at 

present rates for the 2012 Test Year. 

e. 

Income Taxes 

For the 2012 Test Year, MECO calculates test year 

income tax expense based on the "short form" method used by the 

commission in previous rate cases. "The short form method is 

used for ratemaking purposes and calculates the total income tax 

expense in one step, rather than calculating the current and 

deferred components of income tax expense separately. "̂"̂^ This 

method, according to MECO, simplifies the calculation of income 

tax expense and is the methodology used to calculate income tax 

expense for ratemaking purposes by the HECO Companies ."̂"̂̂  

Initially, MECO calculated income tax expense for 

present and proposed rates utilizing a top composite rate 

of 39.16%, derived from the top marginal federal income tax rate 

of 35% and a state income tax rate of 6.4%. ̂ '̂ MECO asserted 

that the combined rate changed in 2011 (from 38.91%) due to the 

"°See MECO T-15 at 9 (internal quotes omitted). 

"^See id. 

132 See id. 
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change in the law under Act 97, SLH 2011, which no longer allows 

corporations the deduction for state income taxes in calculating 

Hawaii income tax liability. Later, in response to CA-IR-3, 

MECO "explained that the proper composite income tax rate to 

apply to taxable income for ratemaking purposes is again 38.91%, 

which accounts for the deductibility of the state income taxes 

for state income tax purposes as ruled by the State Department 

of Taxation in Announcement No. 2011-20."^^^ The Consumer 

Advocate utilized the lower rate in its calculation. •̂•*' During 

settlement negotiations. Parties officially stipulated to use 

the composite tax rate of 38.91% to calculate income tax expense 

for the 2012 Test Year. As a result, through the various 

stipulations, the Parties ultimately agreed on income tax 

expenses of $9,353,000 at present rates and $13,949,000 at 

proposed rates. "̂"̂̂  

Upon review, the commission finds that the use of the 

"short form" method and the application of the composite tax 

rate of 38.91% are consistent with how the commission calculated 

income tax expense in previous rate case proceedings and, thus, 

the commission finds the Parties' methodology to calculate 

^̂ Ŝee Settlement Agreement, Exhibit 1 at 81-82. See also 
MECO's response to CA-IR-3. 

"'see CA-T-2 at 85-86. 

^̂ Ŝee stipulated Supplement, Exhibit 1 at 1. 
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income tax expense for this proceeding to be reasonable. 

However, due to the commission's adjustments to various O&M 

expenses, as discussed above, the commission finds income tax 

expense of $10,629,000 and $12,522,000, at present and approved 

rates, respectively, to be reasonable for the 2012 Test Year. 

f. 

Total Non-O&M Expenses 

For the 2012 Test Year, the commission approves as 

reasonable total non-O&M expenses of $68,844,000 at present 

rates, which are detailed in the Results of Operation schedule 

attached to this Decision and Order. 

D. 

Rate Base 

Rate base is defined as the net investment that is used 

or useful for public utility purposes that has been funded by 

investors. ̂^̂  MECO calculates rate base as "an average rate base 

which is the sum of the average balances of investments in 

assets less the sum of the average balances of funds from 

non-investors, plus or minus the working cash[ . ] "̂"''' 

"^See MECO T-17 at 2. 

"^Id. 
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For the 2012 Test Year, the Parties ultimately 

stipulate to an estimated consolidated average rate base as 

follows: 138 

Investment in Assets (additions) 

Net Cost of Plant in Service 
Property Held for Future Use 
Fuel Inventory 
Materials & Supplies Inventories 
Unamortized Net SFAS 109"' Reg. Asset 
Pension Regulatory Asset 
OPEB Regulatory Asset 
Contributions in Excess of NPPC Reg. Asset 
Unamortized System Development Costs 

Total Investments in Assets 

Funds from Non-Investors (subtractions) 

Unamortized CIAC^'° 
Customer Advances 
Customer Deposits 
Accumulated Deferred Income Taxes 
Unamortized Investment Tax Credits 

Total Deductions 

Difference 

Working Cash at TY 2010 Final Rates 

Rate Base at TY 2010 Final Rates 

Change in Rate Base - Working Cash 

Average Rate Base at Proposed Rates 

Average Balance 

$479,541,000 
1,303,000 

18,577,000 
13,387,000 
8,524,000 
3,915,000 

303,000 
5,751,000 
1,364,000 

$532,663,000 

$ 79,294,000 
4,624,000 
4,579,000 

48,905,000 
12,451,000 

$149,852,000 

$382,811,000 

$ 10,852,000 

$393,663,000 

($200,000) 

$393,463,000 

138 

139 

See Stipulated Supplement, Exhibit 1 at 3. 

Here, "SFAS 109" refers to Statement of Financial 
Accounting Standards No. 109. 

140, 
'Here, 

construction. 
"CIAC" refers to contributions-in-aid-of-
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1. 

Net Cost of Plant in Service 

Net cost of plant in service is the gross plant in 

service less accumulated depreciation. ̂'̂  This component of rate 

base represents MECO's unrecovered investments in plant 

necessary to provide electric service to its customers."^" The 

estimated average net cost of plant in service is the simple 

average of the estimated net cost of plant in service as of 

December 31, 2011 and 2012.̂ '̂  

For the 2012 Test Year, the Parties agree to a total 

average consolidated net cost of plant in service of 

$479,541,000.'^" This figure is a compromise amount and is based 

on MECO's direct testimony estimate of $483,378,000^'^ and 

certain adjustments, including: (1) the Consumer Advocate's 

proposal to incorporate actual balances as of December 31, 2 011 

(in place of the estimated year-end balances), and the effects 

'̂̂ See MECO T-17 at 6. 

^"See id^ at 7. 

'"see id. 

'"see Settlement Agreement, Exhibit 1 at 90. See also 
Stipulated Supplement, Exhibit 1 at 3. 

"^See MECO-1701. 
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of changes to 2012 estimates"^; (2) MECO's rebuttal adjustments 

to reflect the deferral of the field manager handheld system and 

correction for on-cost clearing; (3) an upward adjustment to 

plant for increased employee benefits transferred to 

construction of $57 6,000 to reflect the Consumer Advocate's 

proposal to reduce employee benefits expense in A&G O&M by 

$793,000; and (4) adjustments to reflect revisions to MECO's 

depreciation calculations for certain accounts. The adjustments 

to MECO's direct testimony figure for net cost of plant in 

service, as enumerated above, are set forth in the record of 

this proceeding and summarized in the Parties' Settlement 

Agreement."^ 

Based on the record and the Parties' overall 

settlement, the commission finds reasonable the Parties' 

estimated balance of $479,541,000 (on a consolidated basis) for 

net plant in service for the 2012 Test Year. 

"^See MECO's response to CA-IR-199; CA-T-1 23-24; Exhibit 
CA-101 Schedule B-1 at 1. See also Settlement Agreement, 
Exhibit 1 at 88-89. 

""̂ See Settlement Agreement, Exhibit 1 at 89-90. 
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2. 

Property Held for Future Use 

Property held for future use ("PHFU") is property owned 

by MECO and held for future utility purposes."® "PHFU 

represents the Company's investment in property needed to 

provide electric service in the future.""' 

For the 2012 Test Year, the Parties stipulate to PHFU 

of $1,303,000.'^° This amount represents approximately 49.47% of 

MECO's $2,633,000 total investment for its Waena property, which 

is the portion of the property designated for the installation 

of generating facilities. '̂ ' The commission previously approved 

inclusion of this amount of PHFU in the MECO 2010 Rate Case.'^' 

Based on the foregoing, the commission accepts as 

reasonable the Parties' agreement of $1,303,000 for total 

average consolidated PHFU for the 2012 Test Year. 

"®See MECO T-17 at 7. 

"'id. 

'̂ °See Settlement Agreement, Exhibit 1 at 91. See also 
Stipulated Supplement, Exhibit 1 at 3. 

"'see MECO T-17 at 8. 

"'see MECO 2010 Final at 68. 
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3. 

Fuel Inventory 

Fuel inventory is MECO's investment in a supply of fuel 

held in inventory.'^^ MECO states that it "requires an 

investment in fuel inventory to ensure a sufficient supply of 

fuel for its power plants in order to provide reliable electric 

service to its customers."'^' 

For the 2 012 Test Year, the Parties agree to use a 

consolidated fuel inventory estimate of $18,577,000."^ This 

figure is a compromise position and is based on MECO's direct 

testimony estimate of $18,593,000'^^ (which is based on a 37-day 

IFO and a 3 0-day diesel fuel inventory) and a downward 

adjustment to recognize fuel savings regarding MECO's IFO 

inventory to account for the used lube oil consumed at KPP.'̂ ^ 

Based on the record and the Parties' overall 

settlement, the commission finds reasonable the Parties' 

'"see MECO T-17 at 9. 

'^'id. 

'̂ Ŝee Settlement Agreement, Exhibit 1 at 91. See also 
Stipulated Supplement, Exhibit 1 at 3. 

'̂ Ŝee MECO-604 at 1. 

'"see CA-T-3 at 19-20; CA 101, Schedule B-3; MECO RT-6 
at 6-7; and MECO-R-604. 
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agreement on a consolidated fuel inventory estimate of 

$18,577,000 for MECO's 2012 Test Year. 

4. 

Materials & Supplies Inventories 

Materials & supplies inventories consist of inventory 

for production, transmission and distribution, and lube oil.'̂ ® 

"The materials and supplies inventory balances included in rate 

base consist of the test year average balances adjusted by the 

payment lag associated with materials and supplies purchases."'^' 

Initially, MECO estimated a consolidated average 

materials and supplies inventories balance of $13,179,000 for 

the 2012 Test Year.'̂ ° MECO later agreed to accept the Consumer 

Advocate's proposal to reflect the actual recorded balances as 

of December 31, 2011, and revised projected year-end 2012 

balances. '̂ ' As a result, the Parties stipulate to a total 

'̂ ®See MECO T-17 at 9. 

'"id. 

'̂ °See MECO-1705; MECO T-17 at 9-11. 

161, Ŝee CA-T-1 23-24; Exhibit CA-101 Schedule B-1 at 1; MECO 
RT-17 at 6; and MECO-R-1701. See also Settlement Agreement, 
Exhibit 1 at 88-89. 
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average consolidated materials and supplies inventories estimate 

of $13,387,000.'^' 

Upon review, the commission finds the Parties' 

agreement on a total average consolidated materials and supplies 

inventories estimate for the 2012 Test Year of $13,387,000 to be 

reasonable. 

5. 

Unamortized Net SFAS 109 Regulatory Asset 

The asset Icnown as the unamortized net SFAS 109 

regulatory asset is an accounting asset created by the reporting 

requirements of SFAS 109.'" With respect to SFAS 109, MECO 

explains as follows: 

SFAS 109 requires the debt portion of [AFUDC], as 
well as any other item previously recorded on a 
net-of-tax basis, to be calculated and 
capitalized on a gross-of-tax basis. As a 
result, plant in service would have increased by 
the tax effect of the debt portion of AFUDC. 
However, instead of increasing plant in service, 
SFAS 109 requires this gross-up adjustment to a 
regulatory asset, with the offsetting credit to 
the deferred income tax liability account. 
Because the regulatory asset is offset by the 
corresponding increase in accumulated deferred 
income taxes, there is no net rate base impact. 

MECO T-17 at 11 (emphasis in original) 

'̂ 'See Settlement Agreement, Exhibit 1 at 92. See also 
Stipulated Supplement, Exhibit 1 at 3. 

'"see MECO T-17 at 11. 
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For the 2012 Test Year, the Parties stipulate to an 

average unamortized net SFAC 109 regulatory asset balance of 

$8,524,000.'^' This figure is based on MECO's direct testimony 

average balance for this regulatory asset of $8,655,000,'^^ 

adjusted downward by $132,000 to reflect MECO's acceptance of 

the Consumer Advocate's recommendation to replace the estimated 

beginning balance with the actual December 31, 2011 balance for 

this rate base asset.'̂ ^ 

Based on the record and the Parties' overall 

settlement, the commission finds reasonable the Parties' 

agreement on an average unamortized net SFAS 109 regulatory 

asset balance of $8,524,000 for the 2012 Test Year. 

6. 

Pension Regulatory Asset 

The pension regulatory asset (aka pension tracking 

mechanism regulatory asset), established with the adoption of 

the pension tracking mechanism during MECO's 2007 test year rate 

case ("MECO 2007 Rate Case"), represents the actual cumulative 

'̂ 'See Settlement Agreement, Exhibit 1 at 92. See also 
Stipulated Supplement, Exhibit 1 at 3. 

165, 

166 

'See MECO T-15 at 20. 

See CA-T-1 23-24; Exhibit CA-101 Schedule B-1 at 1; MECO 
RT-17 at 6; and MECO-R-1701. See also Settlement Agreement, 
Exhibit 1 at 88-89. 
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NPPC in excess of the cumulative NPPC included in rates during a 

rate effective period.'^^ "The pension tracking mechanism calls 

for the recording of a pension regulatory asset {or regulatory 

liability) to track the cumulative difference between the level 

of actual NPPC during a rate effective period and the level of 

Commission approved NPPC included in rates for that same 

period."'^® MECO states that the "pension tracking mechanism 

ensures that the pension costs recovered through rates are based 

on NPPC as reported for financial reporting purposes and that 

all amounts contributed to the pension trust funds are in an 

amount equal to actual NPPC and recoverable through rates."'^' 

Initially, MECO proposed an average test year estimate 

of $3,108,000 for pension regulatory asset to be included in 

rate base.'^° In its direct testimony, the Consumer Advocate 

proposed an average 2 012 Test Year estimate for pension tracking 

mechanism regulatory asset of $3, 869, 000. ''̂' This estimate 

reflects the use of the recorded December 31, 2011 regulatory 

asset balance (rather than the estimated amount), updated cost 

'̂ ''See MECO T-17 at 12. 

'̂ ®Id. 

'"id. 

170 

171 

See MECO-1135 at 2. 

See Exhibit CA-101, Schedule B-2 at 1. 
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information provided by MECO's actuary, Towers Watson in 

October 2011 (provided by MECO in response to CA-IR-421), and an 

adjustment to reflect the impact of revising 2012 NPPC forecast 

upward and commencing the amortization with the expected interim 

effective date on or about May 22, 2012 (rounded to June 1, 2012 

for calculation purposes).'^' Later, in its rebuttal testimony, 

MECO proposed an average test year estimate for pension tracking 

mechanism regulatory asset of $3,915,000. This figure 

incorporates the recorded regulatory asset balance as of 

December 31, 2011, the latest information provided by MECO's 

actuary in February 2012 for the 2 012 NPPC, and adjustments to 

reflect the impact of revising the 2 012 NPPC forecast upward and 

commencing the change in regulatory asset amortization to 

coincide with a June 1, 2012 effective date.'''̂  During 

settlement, the Parties agreed to the continuation of the 

pension tracking mechanism and the inclusion of $3,915,000 for 

pension regulatory asset in rate base, which reflects MECO's 

most current NPPC information.'"" 

'""see CA-T at 27-35; Exhibit CA-101, Schedule B-2 at 1; and 
Settlement Agreement, Exhibit 1 at 88-89. See also Settlement 
Agreement, Exhibit 1 at 93. 

• '''̂ See MECO RT-11 at 9-12; and MECO-R-1135 at 2 and 5. See 
also Settlement Agreement, Exhibit 1 at 94. 

'̂ 'See Settlement Agreement, Exhibit 1 at 95. See also 
Stipulated Supplement, Exhibit 1 at 3. 
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While the commission is concerned regarding the 

increasing cost of MECO's pension in general, which is detailed 

in the pension expense discussion above, based on the record and 

the Parties' overall settlement, the commission will allow the 

pension tracking mechanism to continue at this juncture, and 

finds reasonable the Parties' agreement to include in rate base 

a 2 012 Test Year average balance for pension tracking mechanism 

regulatory asset of $3,915,000. However, the commission 

reiterates that it will investigate the need for and the 

unintended consequences of maintaining the pension tracking 

mechanism prior to or during the next round of HECO Companies' 

rate case proceedings. A reevaluation of the pension tracking 

mechanism is necessary since MECO appears to have failed to 

appreciate the need to explore alternatives to its current: 

pension plans in an effort to decrease or limit the growth in 

pension costs, and due to a perception that the tracking 

mechanism "immunizes" the Company from raising costs, as 

recently articulated by a HEI executive.^" 

'"See Supra at 40, n.71. 
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7. 

OPEB Regulatory Asset 

The post-retirement benefits other than pension {or 

OPEB) regulatory asset (aka OPEB tracking mechanism regulatory 

asset), established upon the adoption of the OPEB tracking 

mechanism during the MECO 2007 Rate Case, represents the actual 

cumulative OPEB costs during a rate effective period in excess 

of the cumulative OPEB costs included in rates during that same 

period.'''̂  According to MECO, this mechanism ensures that OPEB 

costs recovered through rates are based on the NPBC "as reported 

for financial reporting purposes and that all amounts 

contributed to the OPEB trust funds are in an amount equal to 

the actual OPEB costs and are recoverable through rates."'^^ 

At the outset, MECO proposed to include in the 2 012 

Test Year rate base an average OPEB tracking mechanism 

regulatory asset of $310,000.'̂ ® In its direct testimony, the 

Consumer Advocate proposed an average 2012 Test Year estimate 

for OPEB tracking mechanism regulatory asset of $321,000, which 

incorporated the recorded December 31, 2011 regulatory asset 

balance {as opposed to an estimated balance), updated cost 

'"̂ Ŝee MECO T-17 at 13-14. 

'̂ 'id. at 14. 

'''®See MECO-1136 at 3. 
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information provided by MECO's actuary. Towers Watson, in 

October 2011 {provided by MECO in response to CA-IR-421), and an 

adjustment to reflect the impact of revising 2 012 NPBC forecast 

upward and commencing the amortization with the expected interim 

effective date on or about May 22, 2012 (rounded to June 1, 2012 

for calculation purposes).'"" In its rebuttal testimony, MECO 

proposed an average 2012 Test Year estimate for OPEB tracking 

mechanism regulatory asset of $303,000. MECO's rebuttal average 

estimate incorporates the recorded regulatory asset balance as 

of December 31, 2011, the latest information provided by MECO's 

actuary in February 2 012 for 2 012 NPBC, and adjustments to 

reflect the impact of revising the 2012 NPBC forecast upward and 

commencing the change in regulatory asset amortization to 

coincide with a June 1, 2012 effective date.'®° During 

settlement, the Parties agreed to the continuation of the OPEB 

tracking mechanism and the inclusion of $303,000 for OPEB 

regulatory asset in rate base, which reflects MECO's most 

updated NPBC information.'®' 

'̂ 'See CA-T at 27-35; Exhibit CA-101, Schedule B-2 at 1; and 
Settlement Agreement, Exhibit 1 at 88-89. See also Settlement 
Agreement, Exhibit 1 at 93. 

'®°See MECO RT-11 at 15-18; and MECO-R-1136 at 2 and 5. See 
also Settlement Agreement, Exhibit 1 at 94. 

'®'see Settlement Agreement, Exhibit 1 at 95. See also 
Stipulated Supplement, Exhibit 1 at 3. 
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Based on the foregoing, the commission will allow the 

continuation of the OPEB tracking mechanism at this juncture, 

and the finds reasonable the inclusion in rate base of a 2 012 

Test Year average balance for OPEB tracking mechanism regulatory 

asset of $303,000, as agreed to by the Parties. Nonetheless, as 

previously stated by the commission, the commission intends to 

investigate the need for and the unintended consequences of 

maintaining the OPEB tracking mechanism prior to or during the 

next round of HECO Companies' rate case proceedings. The 

commission is very troubled with the perception that the 

tracking mechanisms "immunizes" the Company from rising employee 

benefits costs.̂ ^̂  

Contributions in Excess of NPPC Regulatory Asset 

Contributions in excess of NPPC are cumulative amounts 

of MECO's contributions to the pension trust made in excess of 

the cumulative pension cost (NPPC accruals).'®̂  Under the 

pension tracking mechanism, until the pension asset is reduced 

to zero, MECO is required to fund the minimum required level 

'''see Supra at 40, n.71. 

183 See T-17 at 16-17. 

2011-0092 



under the law.'®' Specifically, MECO's contribution amount is 

calculated by its actuary. Towers Watson, in accordance with the 

Employee Retirement Income Security Act of 1974 and the Internal 

Revenue Code.'®̂  

According to MECO, its direct testimony rate base 

calculation did not include an amount for contributions in 

excess of the NPPC regulatory asset balance since it had 

expected to make contributions in 2 012 in amounts equal to the 

actuarially calculated 2012 NPPC levels.'®̂  However, MECO states 

that updated information was received indicating "that test year 

estimates for MECO's 2011 and 2012 minimum required pension 

contributions should be increased by $3,101,000 and $2,474,000, 

respectively, such that the estimated average pension 

contributions in excess of NPPC would be $4,338,000 in 

accordance with the pension tracking mechanism."'®^ 

In its direct testimony, the Consumer Advocate proposed 

a 2012 Test Year estimate for average contributions in excess of 

NPPC regulatory asset of $6,035,000.'®® This figure is based on 

'®'See MECO T-11 at 96. 

'®̂ See T-17 at 17. 

186 See Settlement Agreement, Exhibit 1 at 95. 

'®"'See MECO T-11 at 97. See also Settlement Agreement, 
Exhibit 1 at 95. 

'®®See Settlement Agreement, Exhibit 1 at 95. 
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updated information provided by MECO's actuary in October 2011 

{provided by MECO in response to CA-IR-421). In its decision to 

include updated figures in the 2012 Test Year rate base, the 

Consumer Advocate stated the following: 

[ T ] he pens ion {and OPEB) tracking mechani sm was 
intended to result in actual NPPC (and NPBC) 
being included in rates over time. Rather than 
rates based solely and automatically on the NPPC 
(or NPBC) forecast for a particular rate case 
test year, the tracking mechanisms were designed 
with the intent of balancing the interests of the 
ratepayers and the Company. Because of how the 
mechanisms work, the process is not designed to 
create winners and losers - whether to include 
the updated NPPC (or NPBC) in rates now or later 
is merely a matter of cash flow from the 
perspective of both the Company and its 
ratepayers. 

CA-T-1 at 32 (emphasis in original). Among other things, the 

Consumer Advocate also noted that "the recent updates to the 

2 012 NPPC and NPBC forecasts are primarily due to a reduction in 

the discount rate, decrease in the expected rate of return, and 

an increase in the unrecognized losses subject to 

amortization. "'®̂  

Later, based on the latest information provided by 

MECO's actuary in February 2 012 for the 2 012 NPPC and 

contributions, MECO proposed a 2012 Test Year estimate for 

average contributions in excess of NPPC regulatory asset of 

$5,751,000. During settlement, the Parties agreed to include in 

189 CA-T-1 at 33. 
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rate base an average 2012 Test Year balance for contributions in 

excess of NPPC regulatory asset of $5,751,000."° 

Given the foregoing and the Parties' overall 

settlement, the commission finds reasonable the Parties' 

agreement to include a balance for contributions in excess of 

NPPC regulatory asset of $5,751,000 in rate base for the 

2012 Test Year. 

9. 

Unamortized System Development Costs 

For the 2012 Test Year, MECO initially proposed to 

include in rate base a consolidated unamortized system develop 

cost balance of $4,805,000; consisting of $1,177,000 for the 

Human Resource Management System project ("HR Suites"), 

$3,441,000 for the CIS project, and $187,000 for the Budget 

System Replacement ("Budget System") project."' According to 

MECO the "unamortized costs of computer software development 

projects are similar to the undepreciated costs of capitalized 

"°See Settlement Agreement, Exhibit 1 at 95. See also 
Stipulated Supplement, Exhibit 1 at 3. 

"'See MECO 1132 at 1. See also Settlement Agreement, 
Exhibit 1 at 95. 
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plant and equipment, and should be included in the calculation 

of rate base.""' 

The Consumer Advocate recommended the elimination of 

the rate base impact of the CIS project pending the regulatory 

audit ordered in the HECO 2009 Rate Case, "^ and proposed an 

unamortized system development cost estimate of $1,364,000 for 

this item, which represents costs related to the HR Suites'^' and 

Budget System"^ projects. Ultimately, based their stipulation 

with respect to CIS proj ect costs, "^ MECO accepted the Consumer 

Advocate's position, and the Parties agreed to include in rate 

'"MECO T-17 at 16. 

193, 'See CA-T-2 at 72; Exhibit CA-102, Schedule B-4. 

"'in the MECO 2010 Rate Case, the commission allowed the 
inclusion of $1,341,300 for unamortized system development costs 
for the HR Suites project in MECO's rate base. See MECO 2010 
Final at 75. 

"^In November 2011, the commission approved the HECO 
Companies' request to expend $3.1 million for the Budget System 
project; provided that no part of the project may be included in 
their respective rate base unless and until the project is in 
fact installed and use and useful for public utility purposes, 
and approved their proposed accounting treatment to defer costs 
related to the computer software development, subject to certain 
limitations. See In re Hawaiian Electric Company, Inc., Hawaii 
Electric Light Company, Inc., Maui Electric Company, Inc., 
Decision and Order filed on November 2, 2011 in Docket 
No.2010-0339. 

"^See Settlement Agreement, Exhibit 1 at 3-5. See also 
Parties' Audit Stipulation filed on January 28, 2013, in HECO 
2009 Rate Case. 
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base an average 2012 Test Year balance for unamortized system 

development costs of $1,364,000.'^^ 

Based on the foregoing, the commission accepts as 

reasonable the Parties' agreement to include in rate base a 

consolidated average 2 012 Test Year balance of $1,364,000 for 

unamortized system development costs. 

10. 

Unamortized CIAC 

CIAC is money or property that a developer or customer 

contributes to MECO to fund a utility capital project."® CIAC 

is nonrefundable, as set forth in MECO's tariff, and 

"[a]mortization of CIAC offsets depreciation expense.""' 

MECO initially proposed to include in rate base a 2012 

Test Year consolidated average unamortized CIAC balance of 

$81,447,000."'° Later, in response to the Consumer Advocate's 

proposal, MECO agreed to update the relevant balances to reflect 

the actual recorded unamortized CIAC balance as of December 31, 

"''see Settlement Agreement, Exhibit 1 at 96. See also 
Stipulated Supplement, Exhibit 1 at 3. 

"®See MECO T-17 at 18. 

"'id. 

200 See MECO-1706 at 1. 
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2011, and revised projected year-end 2012 balance.'°' As a 

result, the Parties stipulate to a total average 2012 Test Year 

consolidated unamortized CIAC balance of $79,294,000.'°' 

Upon review, commission finds reasonable the Parties' 

agreement to reflect in rate base $79,294,000 for total average 

consolidated unamortized CIAC for the 2012 Test Year. 

11. 

Customer Advances 

Customer advances for construction are funds paid by 

customers to MECO which may be refunded in whole or in part as 

set forth in MECO's tariff.'°̂  

In its direct testimony, MECO proposed a 2012 Test Year 

average customer advances on a consolidated basis of 

$4,663,000.'°' Later, in response to the Consumer Advocate's 

proposal, MECO agreed to update the relevant balances to reflect 

the actual recorded customer advances balance as of December 31, 

2 011 and revised projected year-end 2012 balance for this rate 

'"See MECO RT-17 at 6-7; MECO-R-1706 at 1; and Settlement 
Agreement, Exhibit 1 at 88-89. 

'°'See Settlement Agreement, Exhibit 1 at 97. See also 
Stipulated Supplement, Exhibit 1 at 3. 

'"See MECO T-17 at 18. 

'"'see Settlement Agreement, Exhibit 1 at 97. 
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base item.'°̂  Consequently, the Parties stipulate to a total 

average 2012 Test Year consolidated customer advances of 

$4,624,000.'°^ 

Based on the foregoing, the commission finds the 

Parties' agreement to reflect $4,624,000 for customer advances 

on a consolidated basis in rate base for the 2012 Test Year to 

be reasonable. 

12. 

Customer Deposits 

Customer deposits are funds collected from customers 

who do not meet MECO's criteria for establishing credit at the 

time the customer requests service.'""̂  

At the outset, MECO proposed a 2012 Test Year average 

customer deposits on a consolidated basis of $4,649,000.'°® In 

response to the Consumer Advocate's recommendation, MECO agreed 

to adjust its customer deposit balances to reflect the actual 

recorded customer deposits balance as of December 31, 2011, and 

'°̂ See MECO RT-16 at 5-6; MECO-R-1606 at 1; and Settlement 
Agreement, Exhibit 1 at 88-89. 

'°̂ See Settlement Agreement, Exhibit 1 at 97. See also 
Stipulated Supplement, Exhibit 1 at 3. 

'°̂ See MECO-T-17 at 19. 

'°®See MECO T-9 a t 24 and MECO-913 a t 1 . 
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revised projected 2012 year-end balance.'°' As a result, the 

Parties stipulate to an average 2012 Test Year consolidated 

customer deposits amount of $4,579,000."° 

The commission finds the Parties' estimated balance of 

$4,579,000 for customer deposits on a consolidated basis for the 

2012 Test Year to be reasonable. 

13. 

Accumulated Deferred Income Taxes 

Accumulated deferred income taxes (or ADIT), which are 

provided by ratepayers, represents the cumulative amount by 

which tax expense has exceeded tax remittances.'" 

MECO initially proposed an ADIT credit balance of 

$48,371,000 for the 2012 Test Year."' Upon negotiations with 

the Consumer Advocate, "^ the Parties initially stipulated to 

reflect an average ADIT credit balance of $48,931,000 for the 

'°'see MECO T-9 at 10; MECO-R-909 at 1; and Settlement 
Agreement, Exhibit 1 at 88-89. 

"°See Settlement Agreement, Exhibit 1 at 98. See also 
Stipulated Supplement, Exhibit 1 at 3. 

'"See MECO T-17 at 19-20. 

212 See MECO T-15 at 30 and MECO-1505 at 6. 

"^See Settlement Agreement, Exhibit 1 at 98-99; and 
MECO T-15, Attachment 2 at 1-3. 
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2012 Test Year."' Subsequently, the Parties revised their 

stipulated ADIT balance to reflect the incorporation of actual 

regulatory commission expenses and the removal of the allocated 

expenses for non-incentive compensation and related expenses 

related to HEI as set forth in their Stipulated Supplement."^ 

With these changes, the Parties ultimately stipulate to an ADIT 

balance for the 2012 Test Year of $48,905,000."^ 

Based on the Parties' stipulations, the commission 

finds reasonable the Parties' agreement on a 2 012 Test Year ADIT 

consolidated credit balance of $48,905,000. 

14. 

Unamortized Investment Tax Credits 

Unamortized investment tax credits {"ITC") are tax 

credits, funded by ratepayers, that reduce tax payments in the 

years the credits originate, but for ratemaking purposes, the 

credits are amortized."'' According to MECO the entire balance 

"'see Settlement Agreement, Exhibit 1 at 100 

"^See Stipulated Supplement at 1. 

"^See i^. Exhibit 1 at 3. 

"''See MECO T-17 at 20. 
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is made up of state ITC, since the applicable federal ITC was 

fully amortized as of December 31, 1999."® 

MECO, in its direct testimony, proposed to include in 

rate base a 2 012 Test Year estimate of average unamortized state 

ITC of $12,482,000."' The Consumer Advocate proposed a 

$10,000 adjustment upward, resulting an average credit balance 

of $12,492,000"° which reflects: (1) the use of recorded 

December 31, 2011 balance as opposed to an estimated balance, 

(2) the amortization of state tax credits for depreciation rates 

approved in Docket No. 2009-0286, and (3) an adjustment to 

correct plant additions in the state tax calculations (based on 

MECO-WP-1601B and MECO's response to CA-IR-276).'" In its 

rebuttal testimony, MECO revised its 2012 Test Year ITC average 

balance to $12,451,000.'" This amount is derived by accepting 

all of the adjustments proposed by the Consumer Advocate and 

includes an additional adjustment to reflect tax credit 

"®See MECO T-15 at 28. According to MECO, "[f]ederal 
investment credits originating after 1971 are subject to the tax 
normalization rules under the 1971 Revenue Act and are not 
included as a reduction in rate base under" Internal Revenue 
Code § 46. MECO T-15 at 28. 

219 See id. at 28. See also MECO-1504 at 1-2. 

"°See Exhibit CA-101, Schedule B-1 at 1. 

'"see Settlement Agreement, Exhibit 1 at 100. 

'"see MECO-R-1504 at 2. 
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additions associated with certain repairs. "^ Ultimately, the 

Parties agreed to an average unamortized state ITC balance of 

$12,451,000 for the 2012 Test Year."' 

Upon review, the commission finds reasonable the 

Parties' estimate of unamortized state ITC of $12,451,000 for 

the 2012 Test Year. 

15. 

Working Cash 

Working cash (or working cash capital) represents the 

capital over and above investments in plant and other rate base 

items to cover the cost of providing service to MECO's 

customers."^ In other words, working cash is: 

commonly defined as the amount of cash 
needed by a utility to pay its day-to-day 
expenses incurred in providing service in 
relation to the timing of the collection of 
revenues for those services. In applying this 
definition, if the timing of a company's cash 
expend!tures, in the aggregate, precedes the cash 
recovery of those expenses, investors must 
provide cash working capital. On the other hand, 
ratepayers are considered the providers of cash 
working capital in instances where their 
remittances, on average, precede the company's 

"^See MECO RT-15 at 14-16. See also Settlement Agreement, 
Exhibit 1 at 100. 

224 See Settlement Agreement, Exhibit 1 at 100. See also 
Stipulated Supplement, Exhibit 1 at 3. 

"^See MECO T-17 at 22. 
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cash disbursements for expenses. Whether 
"positive" or "negative" in amount, cash working 
capital is typically included in utility rate 
base to recognize the timing of cash flows 
through the utility. 

CA-T-1 at 93 (footnote omitted). 

MECO's calculation for working cash is discussed in 

MECO T-17 and detailed in MECO-1707, the Consumer Advocate's 

review of MECO's working cash calculation is set forth in CA-T-1 

pages 92-100, and MECO's revisions to its calculations are 

discussed in MECO RT-17 pages 7-9 and detailed in MECO-R-1707. 

Ultimately, the Parties reached agreement on all items related 

to working cash including: (1) inadvertent errors in their 

respective calculations; (2) exclusion of "non-cash" expenses 

(e.g., pension & OPEB regulatory assets, system development 

costs, and allowance for uncollectable accounts) from the 

calculation; and (3) the Consumer Advocate's recommendation that 

MECO's next update to its lead lag study include a work element 

to ensure that the sample selected for the study is 

representative of the population from which it is taken. "^ As a 

result, the Parties initially stipulated to a working cash 

balance at present rates of $10,859,000 for the 2012 Test Year, 

and a change in rate base - working cash of $2 02,000, with 

226 See Settlement Agreement, Exhibit 1 at 102-104 
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target heat rates set at 2012 Test Year levels."'' Later, the 

Parties revised their working cash balances to reflect the 

incorporation of actual regulatory commission expenses and the 

removal of the allocated expenses for HEI non-incentive 

compensation and related expenses as set forth in their 

Stipulated Supplement."® Incorporating these changes, the 

Parties eventually stipulated to a working cash balance at 

present rates of $10,852,000 for the 2012 Test Year and a change 

in rate base - working cash balance of $200,000.'" 

Upon review, the commission finds the Parties' 

methodology for calculating working cash to be reasonable. 

However, due to the commission's adjustments to various O&M 

expenses, as discussed above, the commission approves a 

2 012 Test Year average consolidated working cash balance of 

$10,672,000 at present rates, and change in working cash of 

$82,000, for the 2012 Test Year. 

"''see Revised Settlement Agreement, Exhibit lA at Ii 

"®See Stipulated Supplement at 1. 

229 See id.. Exhibit 1 at 3. 

2011-0092 94 



' 16. 

Average Rate Base 

In sum, the commission finds the agreements reached by 

the Parties with respect to each rate base component for the 

2 012 Test Year set forth in their Settlement Agreement, as 

revised and later supplemented, which are discussed above, to be 

reasonable. However, due to certain commission adjustments, 

which are discussed in the appropriate sections above, the 

commission approves as reasonable estimated average rate base 

balances of $3 93,483,000 at present rates, and $393,401,000 at 

approved rates for the 2012 Test Year. 

17. 

Other Rate Base Issues 

a. 

FASB Interpretation No. 48 

FASB Interpretation No. 48 ("FIN 48"), accounting 

uncertainty in income taxes, as codified in ASC 740-10, provides 

specific guidance on how to evaluate and quantify income tax 

uncertainty.'^° MECO states that FIN 48 adjustments represent 

management's estimate of the difference between the recognized 

'̂ °See MECO T-15 at 30. 
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income tax benefits for book purposes and the benefits claimed 

on the Company's tax returns.'^' 

For the 2 012 Test Year, MECO proposed the following: 

Consistent with the treatment agreed to in the 
settlement agreement in . . . Docket 
No. 2010-0080 [the HECO 2011 Rate Case], MECO's 
ADIT is adjusted to include the FIN 48 liability 
related to UTPs [uncertain tax positions] in the 
amounts of $1,166,000 for federal and $352,000 
for state, shown in MECO-WP-1505, pages 6 and 12 
(Activities 28418 and 28468, respectively). This 
is accomplished by an "adjustment" made to ADIT 
(although categorized as an "exclusion"), 
reinstating the ADIT associated with the FIN 48 
liability or effectively including the FIN 48 
liability in rate base. This has the effect of 
increasing ADIT and decreasing rate base. 

MECO T-15 at 31-32. MECO outlines the specific methodology 

agreed to by the parties in the HECO 2011 Rate Case in its 

direct testimony (pages 32-34 of MECO T-15), which MECO proposes 

to implement for ratemaking purposes in this proceeding to 

account for FIN 48 liabilities.'^' For settlement purposes, the 

Parties agreed to recommend that the commission approve the same 

terms for MECO's FIN 48 uncertain tax positions as was agreed 

upon in the HECO 2 011 Rate Case.'^^ 

'"See id. at 31. 

'"see id. at 34. 

233 See Settlement Agreement, Exhibit 1 at 102 
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Given the above, the commission finds reasonable the 

Parties' agreements regarding the methodology and other issues 

related to the treatment of MECO's FIN 48 uncertain tax 

positions for the 2012 Test Year. 

b. 

CIS Project Costs 

As agreed to by the Parties in their Audit Stipulation, 

and approved by the commission in Order No. 31126 in the HECO 

2009 Rate Case, $5.5 million in CIS project costs assigned to 

MECO will be written-off, and the remainder of the net 

recoverable costs (not already included in rates), will be 

included in rate base as of December 31, 2012, in MECO's 2013 

RAM revenue adjustment.'"̂ ' Given the above, the rate base impact 

of the CIS project for the 2012 Test Year is no longer an issue. 

E. 

Rate of Return 

As established in previous rate cases,'•'̂  the 

commission adheres to the guidelines set forth in Bluefield 

234 

235 

See Supra, Section I.D. 

See e.g., In re Hawaiian Electric Co. , Inc., Docket 
No. 7766, Decision and Order No. 14412, filed on December 11, 
1995, at 47; In re Hawaiian Electric Co., Inc.,' Docket No. 7700, 
Decision and Order No. 13704, filed on December 28, 1994, 
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Waterworks and Improvement Co. v. Pub. Serv. Comm'n, 262 U.S. 

679 (1923), and Federal Power Comm'n v. Hope Natural Gas Co. , 

320 U.S. 591 (1944) in its determination of a fair rate of 

return. These guidelines prescribe that a fair return must: 

(1) Be commensurate with returns on investments 
in other enterprises having corresponding 
risks and uncertainties; 

(2) Provide a return sufficient to cover the 
capital costs of the business, including 
service on the debt and dividends on the 
stock; and 

(3) Provide a return sufficient to assure 
confidence in the financial integrity of the 
enterprise to maintain its credit and 
capital-attracting ability. 

Further, the Hawaii Supreme Court in In re Hawaii 

Electric Light Co., Inc., 60 Haw. 625, 594 P.2d 612 (1979) ("In 

re HELCO"), articulated the following: 

A fair return is the percentage rate of earnings 
on the rate base allowed a utility after making 
provision for operating expenses, depreciation, 
taxes and other direct operating costs. Out of 
such allowance the utility must pay interest and 
other fixed dividends on preferred and common 
stock. In determining a rate of return, the 
Commission must protect the interests of a 
utility's investors so as to induce them to 
provide the funds needed to purchase plant and 
equipment, and protect the interests of the 

at 60-61; In re Hawaiian Electric, Co. , Inc. , Docket No. 6998, 
Decision and Order No. 11699, filed on June 30, 1992, 
at 139-140; In re Hawaii Electric Light Co., Inc., Docket 
No. 94-0140, Decision and Order No. 15480, filed on April 2, 
1997, at 31; and Hawaii Electric Light Company, Inc., Docket 
No. 05-0315, Decision and Order issued on October 28, 2 010, 
at 88-89. 
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utility's consumers so that they pay no more than 
is reasonable. 

To calculate the rate of return, the costs of 
each component of capital - debt, preferred 
equity and common equity - are weighted according 
to the ratio each bears to the total capital 
structure of the company and the resultant 
figures are added together to yield a sum which 
is the rate of return. 

The proper return to be accorded common equity is 
the most difficult and least exact calculation in 
the whole rate of return procedure since there is 
no contractual cost as in the case of debt or 
preferred stock[:] 

Equity capital does not always pay 
dividends; all profits after fixed charges 
accrue to it and it must withstand all 
losses. The cost of such capital cannot be 
read or computed directly from the company's 
books. Its determination involves a 
judgment of what return on equity is 
necessary to enable the utility to attract 
enough equity capital to satisfy its service 
obligations. 

Questions concerning a fair rate of return are 
particularly vexing as the reasonableness of 
rates is not determined by a fixed formula but is 
a fact question requiring the exercise of sound 
discretion by the Commission. It is often 
recognized that the ratemaking function involves 
the making of "pragmatic" adjustments and there 
is no single correct rate of return but that 
there is a "zone of reasonableness" within which 
the commission may exercise its judgment. 

In re HELCO, 60 Haw. at 632-33 and 636, 594 P.2d at 618-20 

(citations omitted; emphasis added). 
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Originally, MECO proposed a capital structure and rates 

resulting in an overall rate of return of 8.72% for the 2012 

Test Year, '̂^ while the Consumer Advocate recommended a capital 

structure and rates resulting in an overall rate of return of 

7.58%.'"̂ ^ The sole difference between the Parties' calculations 

arises from the rate attributed to the common equity component 

of MECO's capital structure. With respect to this component, 

MECO contends that a return on common equity {"ROE") of 11.00% 

is just and reasonable for MECO's 2012 Test Year,'̂ ® while the 

Consumer Advocate argues that the current cost of equity capital 

of similar-risk electric utility companies with MECO fall within 

a range of 9.00% to 9.75%.'̂ ' The Consumer Advocate's witness 

asserts that "[w]ithin that range, due to the Company's 

relatively low financial risk and the decoupling to be 

implemented, I estimate the equity cost of the Company's utility 

operations to be at the low end of a reasonable range of equity 

costs for otherwise similar-risk electric utilities - 9.00%.""° 

Later, in its rebuttal testimony, MECO revised its proposed 

'̂ Ŝee MECO-2201 at 2. 

'̂ ''See CA-T-4 at 4. See also CA-417. 

'̂ ®See MECO T-19 at 4. 

'̂ 'See CA-T-4 at 4. 

"°Id. 
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ROE 50 basis point downward to 10.50% based on its witness' 

recommendation to account for changes in capital market 

conditions, resulting in an overall rate of return of 8.44%.'" 

During negotiations, MECO proposed and the Consumer 

Advocate agreed that MECO should reflect the benefits of its 

recent financing efforts (approved by the commission)'" in this 

proceeding, which were memorialized in letters filed on 

March 14, 2012, by the HECO Companies in Docket Nos. 2011-0068 

and 2011-0127. ' As a result, the Parties agreed to 

capitalization and rates for MECO's short-term debt, long-term 

debt, hybrid securities, and preferred stock as follows: 

Amounts Weights Cost Rate Weighted ER"^ 

Short-term Debt $ 5,003 1.23% 
Long-term Debt $156,370 38.44% 
Hybrid Securities $ 9,373 2.30% 
Preferred Stock $ 4,744 1.17% 

Settlement Agreement, Exhibit 1 at 105-106; and Settlement 

Agreement MECO T-20, Attaclment 1, Final Settlement at 1. In 

addition, for the purpose of reaching a global settlement of all 

1.25% 
5.06% 
7.32% 
8.25% 

0.02% 
1.94% 
0 .17% 
0.10% 

241 

242 

See MECO RT-2 0 at 1-2; MECO RT-19 at 58. 

See In re Hawaiian Electric Company, Inc., Hawaiian 
Electric Light Company, Inc., and Maui Electric Company, 
Limited, Docket NO. 2011-0068, Decision and Order No. 30268, 
filed on March 19, 2 012; and In re Hawaiian Electric Company, 
Inc., Hawaiian Electric Light Company, Inc., and Maui Electric 
Company, Limited, Docket No. 2011-0127, Decision and Order 
No. 30269, filed on March 19, 2012. 

"^Here, "ER" refers to Earnings Requirements. 
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the issues of this proceeding, the Parties agreed that the 

interim and final rate increases for MECO's 2012 Test Year 

should be calculated using a 10.00% ROE, resulting in an rate of 

return on rate base of 7.91%.'" In support of their negotiated 

position, the Parties contend that a 10.00% ROE for MECO's 2012 

Test Year is consistent with the commission's prior decisions 

for the HECO Companies' 2009 and 2010 test year rate cases 

wherein an ROE of 10.00% was approved."^ 

At the outset, for this proceeding, the commission 

accepts the Parties' agreements regarding capitalization and 

cost rates for MECO's short-term debt, long-term debt, hybrid 

securities, and preferred stock, as set forth in their 

stipulations, and discussed above. Among other things, the 

commission approved the HECO Companies' recent refinancing 

efforts' in Docket Nos. 2011-0068 and 2011-0127 during the 2012 

Test Year and, thus, the change in MECO's capitalization 

structure to reflect these efforts is appropriate and 

reasonable. However, the commission finds the Parties' 

arguments in support of their stipulated 10.00% ROE for MECO's 

2 012 Test Year, as described above and set forth in their 

Settlement Agreement, as revised and later supplemented, to be 

'"see Settlement Agreement, Exhibit 1 at 107. See also 
Settlement Agreement, MECO T-22, Attachment 1 at 2; and 
Stipulated Supplement, Exhibit 1 at 2. 

"^See Settlement Agreement, Exhibit 1 at 107. 

2011-0092 102 



unpersuasive and unreasonable. Instead, the commission finds a 

2012 Test Year ROE of 9.00% to be fair and reasonable for MECO. 

These determinations are based on the following findings and 

conclusions. 

1. While a 10.00% ROE for MECO's 2012 Test Year 

would be consistent with the ROEs approved by the commission in 

the HECO 2009 Rate Case, MECO 2010 Rate Case, and HELCO's 2010 

test year rate case ("HELCO 2010 Rate Case"), as asserted by the 

Parties, the commission is not bound by the decisions made in 

those proceedings, due, among other things, to the differences 

in the test years. In short, while certain other matters factor 

into the analysis, the ROE analysis for this proceeding is based 

on the economic conditions for MECO for the 2012 Test Year, 

while the ROE analyses for prior rate proceedings were based on 

the economic conditions for those test years and for those 

companies. 

2. In contrast to the 10.00% ROE stipulated to in 

the HECO Companies' 2010 test year rate cases, the Parties' ROE 

stipulation of 10.00% for this proceeding lies outside of range 

recommend by the Consumer Advocate for MECO's 2012 Test Year 

{i.e., 9.00% to 9.75%). For instance, in the MECO 2010 Rate 

Case, MECO proposed an ROE of 10.75%,"^ the Consumer Advocate 

"^See MECO 2010 Final at 85. 
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recommended a ROE range of 9.50% to 10.50%,"^ and the parties 

ultimately stipulated to an ROE of 10.00%."® In the HELCO 

2010 Rate Case, HELCO proposed an ROE of 10.75% with decoupling 

and other recovery mechanisms (11.00% without the mechanisms),'" 

the Consumer Advocate recommended a ROE range of 9.50% to 

10.50%,'̂ ° and the parties eventually agreed to an ROE of 

10.00% .'̂ ' similarly, the stipulated 10.00% ROE for the HECO 

2011 Rate Case was also within the range recommended by Consumer 

Advocate in that proceeding.'^' Thus, the Parties' stipulated 

ROE for this proceeding appears to be less defensible and not as 

substantiated and, thus, less persuasive. 

3. The Parties' compromise position on ROE does not 

adequately appear to reflect the economic and financial market 

conditions of the 2 012 Test Year. Within the 2 012 Test Year, 

the commission requested that the Parties update their ROE 

"^See id. at 86. 

"®See id. 

'"see In re Hawaii Electric Light Company, Inc., Docket 
No. 2009-0164, Decision and Order No. 3 0168, filed on 
February 8, 2012 {"HELCO 2010 Final") at 82. 

'̂ °See id^ 

'"see id. at 84-85. 

'̂ 'See In re Hawaiian Electric Company, Inc., Docket 
No. 2010-0080, Decision and Order No. 30505, filed on June 29, 
2012 {"HECO 2011 Final") at 125-127. 
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analyses to reflect current financial market conditions. '̂^ In 

response, MECO stated that its position remained unchanged,'^' 

while the Consumer Advocate stated that "current data would 

support a finding of a lower cost of capital at this time [ . ] "'̂ ^ 

While recognizing that interest rates have fallen since MECO's 

witness prepared his initial and rebuttal testimonies based on 

March 2011 and February 2012 data, respectively,'^^ MECO argues 

that "interest rate forecasts and the current shape of the yield 

curve indicate an expected surge in interest rates."'^^ MECO 

further contends that reduced interest rates on safe investments 

do not necessarily mean that the equity market risks have 

decreased or that investors have materially reduced their return 

requirements.'̂ ® By contrast, based on updated analysis 

conducted by its witness, the Consumer Advocate states that the 

"overall average difference in interest rates between 2012 and 

'̂ Ŝee PUC-IR-13 issued to MECO via commission letter dated 
November 14, 2012; and PUC-IR-1 issued to the Consumer Advocate 
via commission letter dated November 14, 2012. 

'̂ 'See MECO's response to PUC-IR-13 at 1. 

'̂ Ŝee Consumer Advocate's response to PUC-CA-IR-1 at 6. 

'̂ Ŝee MECO's response to PUC-IR-13 at 2. 

'"Id^ at 6. 

'"see id. 
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2011 is approximately 50 basis points [lower] . "'̂ ' This 

conclusion is based on the Consumer Advocate's witness' review 

of the following: (1) the most recent six-week average of 

three-year Treasury Bonds ("T-Bonds") ; (2) the current trended 

or "normative" T-Bond yields; (3) the most recent six-week 

average of BBB-rated utility yields; and (4) the most recent 

year-ahead projection of 30-year T-Bond yields.'̂ ° In addition, 

the updated ROE analysis conducted by the Consumer Advocate's 

witness indicates an ROE range of 8.50% to 9.50% for BBB-rated 

electric utilities based on November 2 012 data, compared to the 

Consumer Advocate's direct testimony recommendation of 9.00% to 

9.75% which was prepared in November 2011.'^' Thus, the Consumer 

Advocate surmises that its witness' "equity cost estimate for 

MECO, if performed today, could be at least 25 basis points 

lower" than that presented in its direct testimony for this 

proceeding. '̂ ' 

'̂ 'See Consumer Advocate's response to PUC-CA-IR-1 at 2 

'̂ °See id^ at 2-3. 

'̂ 'See id. at 5. 

262 See id. at 5-6 (emphasis added). 

2011-0092 106 



At this time, while forecasts may indicate an increase 

in interest rates in the future, as argued by MECO, it is 

undisputed that the financial market conditions have changed 

since the Parties first submitted their respective analyses 

regarding ROE.'̂ ^ Given the updated analysis discussed above, 

the commission finds it reasonable to adjust the Parties' 

stipulated ROE 50 basis points downward to appropriately reflect 

updated economic and financial market conditions of the 

2012 Test Year. Thus, a 9.50% ROE would have been acceptable 

but for MECO's inability to address certain apparent system 

inefficiencies, which are discussed in the section below. The 

commission notes that this level of return reflects MECO's low 

proportion of purchase power agreement fixed obligations as 

compared to the other HECO Companies, and MECO's almost 

57% common equity ratio.^" 

4. The commission finds it appropriate to adjust the 

Parties' stipulated ROE another 50 basis points downward in 

light of apparent system inefficiencies which negatively impact 

MECO's customers. For example, MECO appears unable to properly 

address known renewable energy curtailment issues. For the 2012 

Test Year, MECO estimates that its curtailment of wind energy 

263 See id. at 2-6; and MECO's response to PUC-IR-13. 

'see Stipulated Supplement, Exhibit 1 at 2. 
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from two wind-farms (Kaheawa Wind Power ("KWP I") and Kaheawa 

Wind Power II ("KWP II")) is 15,625 MWh, 520 MWh from KWP I, and 

15,105 MWh from KWP 11.'̂ ^ In its direct testimony, the Consumer 

Advocate shared its concerns regarding wind energy curtailment 

and noted that KWP II curtailment of 15,105 MWh represents 

approximately 1.00% of MECO's system energy requirements.'^^ The 

Consumer Advocate expressed its concerns as follows: 

KWP II' s energy payment terms are established by 
the purchased power agreement between KWP II and 
MECO. The payment rate is a fixed contract rate 
that depends on the amount of energy purchased. 
The energy rate is divided into three tiers. The 
payment terms for KWP II are explained in the 
testimony of CA-T-3A (Shepherd). The energy 
payment rates decrease for each tier as the 
Company purchases more energy from KWP II. There 
is an economic incentive for the Company to 
accept all available KWP II energy. 

. . . If MECO could curtail less than 15,105 MWh 
from KWP II, this energy would be purchased at 
the lowest tier rate. The lowest tier rate is 
less costly than the cost of MECO' s generating 
units. MECO's generating units range in cost 
from approximately $180/MWh to $300/MWh. In 
other words, if the KWP II curtailed energy could 
be accepted, the cost for that energy would be 
less than if MECO generated the energy from its 
own generating units. Further, accepting, rather 
than curtailing, this energy would facilitate 
MECO's, and through consolidation of the HECO 
Companies' renewable portfolio results, and the 
HECO Companies' compliance with the state's 
renewable portfolio standards requirements. 

CA-T-3 at 48-49 (emphasis added). 

'̂ Ŝee MECO-505 at 19. 

'̂ Ŝee CA-T-3 at 48. 
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with a third wind-farm (i.e., Auwahi), which is 

expected to be operational shortly after the 2012 Test Year, 

MECO expects to curtail (or dump) 54,429 MWh of wind generated 

energy annually, 43,686 MWh of that energy from KWP 11.'̂ '' MECO 

states that its current "generation system is not equipped to 

integrate [wind energy] efficiently."'^® It further contends 

that "[w]ithout significant operational upgrades, curtailment of 

as available generation will increase and regulating reserve 

requirements will continue to hurt the efficiency of the Maui 

Electric generation fleet."'^' Although, a number of studies 

were completed several years ago regarding MECO's system 

proposing specific operational changes and options, '̂ ° MECO 

appears to have failed to adequately and sufficiently plan for 

and implement the necessary modifications to its existing 

operations to accept a more appropriate level of the wind energy 

generation made available to MECO, negatively impacting 

'̂ "'See MECO's response to PUC-IR-16 at 1-2. 

'"MECO T-7 at 16. 

269 Id. 

'̂ °For example, various remedial strategies were discussed 
and recommended in: (1) KWP II Wind Integration Study conducted 
by General Electric International in 2010; (2) the Maui Resource 
Planning Study conducted by PA Consulting Group in 2011; (3) the 
Operational Flexibility Study for the Integration of Renewable 
Energy conducted by Stanley Consultants in 2011; and (4) Maui 
Energy Storage Study conducted by Sandia National Laboratories 
in 2012. See MECO's response to PUC-IR-15 at 6-11. 
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ratepayers through higher electricity rates. Additionally, 

among other matters, MECO appears unable to control operational 

costs such as pension costs which are discussed above."' 

5. The commission finds that the authorized ROE of 

9.00% would not negatively impact MECO's financial integrity. 

This decision is supported by the testimony of the Consumer 

Advocate's cost of capital expert who recommended an ROE of 

9.00%.'^' In making this recommendation, the Consumer Advocate's 

witness stated the following: 

An equity return of 9.00%, operating through the 
ratemaking capital structure . . . and the 
Company's requested embedded capital cost rates 
produces an overall return of 7.58% for MECO. A 
7.58% overall cost of capital affords the Company 
an opportunity to achieve a pre-tax interest 
coverage level of 4.61 times. That level of 
pre-tax interest coverage is well above the 
pre-tax interest coverage actually realized by 
MECO over the past five years (2.39x) , according 
to annual and monthly income statements filed 
with the Hawaii Public utilities Commission 
("Commission" or "PUC") which is shown in the 
Table II, below. 

'see Supra, Section Il.C.l.a.iii 

'"see CA-4 at 4. 
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Table II 

MECO Interest Coverage Ratios 

2007 2.23x 

2008* 2.82X 
2009 2.06X 
2010 1.94X 
2011 {through June) 2.9Ox 
Five Year Average 2.39x 

Therefore, the capital structure and equity 
return I recommend is sufficient to support the 
Company's financial position and fulfills the 
requirement of providing the Company the 
opportunity to earn a return which is 
commensurate with the risk of the operation while 
maintaining the Company's ability to attract 
capital. 

CA-T-4 at 4-5 (table gridlines omitted). 

The Consumer Advocate's ROE recommendation presented 

in its witness' direct testimony reflects its witness' view that 

MECO has lower financial risk than comparable average companies, 

due to MECO's higher than average common equity ratio {i.e., 

MECO has a common equity ratio 56.86%, while the electric 

industry average is 46.40% and the industry median is 45.80%).'^^ 

In addition, the Consumer Advocate's 9.00% ROE recommendation 

reflects the lower risk MECO faces as a result of MECO's 

implementation of the decoupling and other regulatory 

mechanisms. The commission finds MECO's witness' arguments 

rebutting the Consumer Advocate's direct testimony ROE 

273 See id. at 21-23. 
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recommendation to be unpersuasive. Further, given the analysis 

of interest coverage ratios discussed above, an ROE of 9.00% 

should be sufficient to continue to encourage the appropriate 

level of investment in MECO and provide assurance to the 

financial community of MECO's continued financial integrity, 

while protecting the interest of MECO's customers in paying no 

more than what is just and reasonable for service. Finally, an 

ROE of 9.00% {resulting in an overall rate of return 7.34%) is 

within the range of reasonableness recognized by the Hawaii 

Supreme Court in In re HELCO. 

Based on the foregoing, for the 2012 Test Year, the 

commission approves as fair and reasonable an ROE for MECO of 

9.00%, resulting in an overall rate of return of 7.34%'"" as set 

forth in the capital structure table below. 

'̂ 'The sole difference with respect to this amount and the 
Consumer Advocate's direct testimony recommended rate of turn of 
7.58% is with respect to the Parties' agreement to revise MECO's 
capital structure to reflect MECO's recent financing efforts. 
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Short-term 
Debt 
Long-term 
Debt 
Hybrid 
Securities 
Preferred 
Stock 
Common 
Equity 

Total 

(A) 

Amount 
(OOO's) 

$ 5,003 

$156,370 

$ 9,373 

$ 4,744 

$231,310 

$406,894 

(B) 

Percentage 
of Total 
1.23% 

38.44% 

2.30% 

1.17% 

56.86% 

100% 

(C) 

Earnings 
Requirements 

1.25% 

5.06% 

7.32% 

8.25% 

9.00% 

(D) 

Weighted 
Earnings 

Requirements 
(B) X (C) 
0.015% 

1.943% 

0.169% 

0.096% 

5.117% 

7.34% 

F. 

Rate Design 

1. 

Cost of Service 

According to MECO, a cost of service study ("COSS") "is 

a tool used to determine the cost responsibility of the 

different rate classes served by MECO for ratemaking 

purposes. 
»275 For this proceeding, MECO prepared two types of 

cost studies, one based on embedded or accounting costs and 

another based on marginal energy costs. With respect to these 

studies, MECO offers the following: 

275 MECO T-21 at 5 

2011-0092 113 



An Embedded Cost of service Study, or simply 
referred to as cost of service study, is a 
process used to categorize and allocate the total 
utility costs of providing service (the utility's 
total revenue requirements) to the various rate 
classes in order to determine each class's costs 
responsibility. In contrast, a Marginal Cost 
Study determines the change in the utility's 
costs of providing service due to a unit change 
in kilowatts ("kW"), kilowatthours {"kWh"), or 
number of customers served by the utility. 

MECO T-21 at 5. 

MECO summarizes the results of its embedded cost study 

in its workpapers, MECO-2102 through 2111. The Company's 

estimated marginal energy cost study for its Maui Division is 

presented in MECO-2115. According to MECO, marginal energy 

costs are based on the estimated hourly running costs for 2 012, 

included in its production simulation model.'"'̂  

The Consumer Advocate contends that the results of the 

cost studies: {1) are only estimates that are based upon 

methods and judgments of cost analysts that may vary 

significantly, and {2) can change significantly from one test 

period to another, due to shifts in load conditions, varying 

expense levels, or cost allocation methodology changes.'"'"' Thus, 

the Consumer Advocate contends that "cost of service results 

should be used only as a guide in the general direction rate 

'''̂ See id. at 17. 

'̂ ''See CA-T-2 at 93. 
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changes should occur, while other factors must also be 

considered by the Commission."'̂ ® The Consumer Advocate 

elaborates as follows: 

Beyond cost of service, other important 
considerations in the design of rates include: 

• Revenue stability and adequacy for the 
utility - rates should not be abruptly 
changed, creating a risk that customers 
may modify their demand levels or 
migrate between rates, producing 
unexpected revenue impacts. 

• Gradualism in customer impacts 
customer acceptance of rate changes is 
dependent upon avoidance of unexpected 
monthly bill impacts when usage 
patterns are unchanged. 

• Administrative practicality - rate 
structures and the relationship between 
rates must be rational, understandable 
by customers and simple to apply and 
understand. 

• Public policy priorities such as 
conservation, economic development or 
low-income assistance, recognizing that 
purely cost-based rates may fail to 
meet other desirable public policy 
objectives. 

CA-T-2 at 93-94. 

'''®Id. (internal quotes omitted! 

2011-0092 115 



For the 2 012 Test Year, MECO proposes to allocate the 

revenue increase among the MECO divisions and rate classes as an 

across-the-board increase to the current effective revenues at 

each of the MECO divisions, and to the current effective 

revenues of each of the proposed five rate classes at each of 

the divisions.'^' This allocation, according to MECO is simple, 

reasonable, and balances the rate and bill impact across all 

MECO customers. MECO represents that this same proposal was 

made in the MECO 2007 Rate Case and in the MECO 2010 Rate Case 

since "an allocation of revenues increase strictly according to 

cost of service would have resulted in large increases for 

customers on Lanai and Molokai [. ]"'®° 

The Consumer Advocate supports MECO's revenue increase 

allocation proposal. In so doing, the Consumer Advocate states 

that MECO's proposal "is reasonable under MECO's circumstances, 

where cost-based rates are not practical for Lanai and Molokai 

and where acceptable COSS results are produced on Maui employing 

such an equal distribution of rate changes."'®' 

'""MECO T-21 at 

'®°Id. 

'®'CA-T-2 at 101 
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For settlement purposes, the Parties specifically 

agreed that MECO's "revenue increase be allocated as proposed in 

MECO's rebuttal testimony, an equal percentage increase to the 

three divisions, with an equal percentage increase to each rate 

class."'®' 

Based on the forgoing, the commission finds the 

Parties' agreements regarding the allocation of MECO's revenue 

increase, as discussed above, to be reasonable for the 2012 Teat 

Year. 

2. 

Stipulated Rate Design 

"Rate design is the conversion or translation of the 

Company's proposed revenue requirements for each rate class into 

pricing structure to collect MECO's required revenues to cover 

its total costs of providing service."'®"̂  According to MECO, 

while various factors are considered in the development of 

proposed rates including, but not limited to, revenue stability, 

impact on customers, simplicity and ease of understanding, "[i]n 

general, changes in MECO's rates are aimed at aligning the rate 

elements closer to the cost components, minimizing intra-class 

'®'see Settlement Agreement, Exhibit 1 at 109. 

'®̂ MECO T-21 at 17. 
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subsidy, and moving closer to more efficient pricing that 

provides more accurate price signals."'®' 

With respect to the 2 012 Test Year, MECO states that it 

is proposing the same simplified rate design first proposed in 

the MECO 2 010 Rate Case (i.e. , same rate schedules and rate 

structure, but for Molokai Division's schedule N) . 

Specifically, MECO proposes the following, among other things: 

1. Reduce the number of rate schedules by closing 

Schedules H and U for all three MECO divisions, and Schedule N 

at Molokai Division.'®^ 

2. Simplify pricing on rate schedules by proposing a 

single demand charge rate for all commercial demand schedules 

(i.e.. Schedules J and P) , and proposing a single energy rate 

for Schedules J, P, and F.'®̂  

3. Inclining block tiers are maintained for 

residential rates at the same kWh levels approved in the MECO 

2007 Rate Case.'®'' 

4. The optional time-of-use ("TOU") schedules, 

TOU-R, TOU-G, TOU-J, and TOU-P, for all three divisions, are 

'®'ld. at 18. 

'®'see id. 

'®̂ See id^ at 19. 

'®''See id. at 20. 
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maintained in their existing form- with adjustments to "their 

prices such that they have the same relationship to the proposed 

test year 2012 Schedule R, G, J, and P rates as the current 

Schedules TOU-R, TOU-G, TOU-J, and TOU-P rates have versus the 

current Schedule R, G, J, and P rates."'®® 

5. A PPAC similar to the one proposed in the MECO 

2010 Rate Case is proposed for this proceeding.'®' MECO's 

proposed PPAC is designed to recover reasonably incurred 

non-energy purchased power contract costs (costs not recovered 

through the ECAC), including expenses that are currently 

recovered through the Firm Capacity Surcharge at Maui Division. 

The PPAC surcharge will be adjusted monthly and reconciled 

quarterly. "° 

6. Based on a cost study conducted regarding street 

lighting fixtures (as agreed to in the MECO 2010 Rate Case) , 

MECO proposes to: (1) increase fixture charges for high 

pressure sodium fixtures $2 per month, from $11 per fixture per 

month to $13 per fixture per month; (2) eliminate the fixture 

charge for 100 watt incandescent fixtures since these are no 

288 See id. 

'®'MECO'S proposed PPAC tariff was approved by the 
commission in the MECO 2010 Rate Case. See MECO 2 010 Final 
at 104-106. 

"°See MECO T-21 at 21-24. 
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longer on the system; and (3) close the fixture charge for 

3 00 watt incandescent fixtures to new customers since it is no 

longer being supplied as standard equipment."' 

7. With respect to decoupling, MECO proposes RBA and 

RAM tariffs consistent with its proposals made in the MECO 2010 

Rate Case."' However, in this proceeding, MECO requests certain 

modifications to the RBA and RAM tariffs to "reduce regulatory 

lag" and simplify implementation."^ The proposed modifications 

including, among other things, the filing the RBA rate 

adjustment on December 31 of each year with an effective date of 

January 1, are set forth and discussed on pages 34-38 of 

MECO T-21. 

The Consumer Advocate states that it supports MECO's 

efforts for rate simplification first proposed in the MECO 2010 

Rate Case and again reflected in MECO's proposed rate design for 

the 2012 Test Year."' The Consumer Advocate recommends that 

MECO's proposed rates in this proceeding should be approved by 

291 See id. at 30. 

"'MECO'S proposed tariffs to implement the decoupling 
mechanism approved in Docket No. 2008-0274 for the HECO 
Companies were approved in the MECO 2010 Rate Case. See MECO 
2010 Final at 100-103. 

'"see MECO T-21 at 34. 

'"see CA-T-2 at 102. 
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the commission, but for certain exceptions."^ With respect to 

these exceptions, the Consumer Advocate recommends that: 

(1) the increase in the demand charge for Maui Division's 

Schedule J not exceed the $10.00 per kw"^• and (2) Maui 

Division's Schedule P demand charges not be increased beyond 

$20.00 per kW, and that Molokai Division's Schedule P demand 

charge be increased to $18.00 per kW to effect gradual 

rationalization of MECO Schedule P pricing across divisions."^ 

The Consumer Advocate also recommends that the commission reject 

MECO's proposed changes to the decoupling tariffs since the 

commission's decoupling docket (i.e., Docket No. 2008-0274) is 

closed and there is no basis- to reopen the proceeding."® In 

addition, while in support of MECO's proposed PPAC, the Consumer 

Advocate recommends that MECO be required to file its PPAC 

calculations with the commission at least quarterly for review 

and approval "to ensure that customers are appropriately charge 

for projected purchase power costs.""' 

"^See id^ 

"^See id^ 109. 

""'see id. at 110. 

"®See id^ at 116. 

299. 
'See CA-T-3 at 45 
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Ultimately, upon negotiations, the Parties stipulate to 

the following: 

1. Adopt the rate design proposed in MECO's rebuttal 

testimony, which incorporates the Consumer Advocate's 

recommendations regarding demand charges for Schedules J 

and P.̂ °° 

2. MECO's PPAC calculations will be filed with the 

commission monthly and reconciled quarterly, similar to MECO's 

ECAC calculations.^°' 

3. MECO withdraws its proposed revisions to the 

effective date for RAM revenue changes. ̂ °' 

Based on the foregoing, the commission approves as just 

and reasonable the Parties' agreements regarding rate design, as 

set forth in their Settlement Agreement, as revised, and 

discussed above. 

°̂°See Settlement Agreement, Exhibit 1 at 110. 

°̂'See id. 

'̂ °'See id. MECO, and the other HECO Companies, may propose 
these revisions in the new commission investigation instituted 
to reexamine the existing decoupling mechanisms for the HECO 
Companies which is being commenced concurrently with the 
issuance of this Decision and Order. 
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3. 

ECAC 

ECAC is "an automatic adjustment provision in the 

utility's rate schedules that allows the utility to 

automatically increase or decrease charges to reflect the change 

in the Company's energy costs of fuel and purchased energy above 

or below the levels included in base charges without a rate 

proceeding."^°^ The purpose of the ECAC, according to MECO, is 

to address price changes in its. cost of fuel and purchased 

energy, and to accommodate changes in the actual mix of 

generation, distributed generation {"DG"), and purchased energy 

resources, without the need for a rate case.''°' MECO explains 

further, as follows: 

A rate case proceeding determines the jDase 
electricity rates in which there are embedded 
test year levels of fuel prices, payment rates 
for purchased energy and a test year resource 
mix. The ECAC mechanism, expressed in cents per 
kWh, allows the Company to recover from, or 
return to, customers costs due to subsequent 
changes in: ' (1) fuel and purchased energy costs; 

(2) the resource mix between utility-owned 
generation, utility-DG and purchased energy; 
(3) the resource mix among the utility plants; 
and (4) the resource mix among purchased energy 
producers. Prior rate case proceedings 
established a fixed efficiency factor, or sales 
heat rate, for the utility central station 
generation to encourage efficient operation of 

°̂̂ MECO T-4 at 10. 

°̂'See id. at 10-11. 
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the system units. An ECA factor, which sets the 
rate adjustment that reflects these changes for 
the coming month, is filed with the Commission 
monthly. 

MECO T-4 at 11. 

Act 162, SLH 2006 ("Act 162"), was codified as 

HRS §-269-16(g), and took effect on June 2, 2006. This statute 

requires that any automatic fuel rate adjustment clause that is 

requested by a public utility in an application filed with the 

commission be designed to meet certain factors, as determined by 

the commission's discretion."^"^ 

^"^Specifically, under HRS § 269-16 (g), MECO's ECAC must be 
designed, as determined in the commission's discretion, to: 

(1) Fairly share the risk of fuel cost changes 
between the public utility and its customers; 

(2) Provide the public utility with sufficient 
incentive to reasonably manage or lower its fuel 
costs and encourage greater use of renewable 
energy; 

(3) Allow the public utility to mitigate the risk of 
sudden or frequent fuel cost changes that cannot 

' otherwise reasonably be mitigated through other 
commercially available means, such as through 
fuel hedging contracts; 

(4) Preserve, to the extent reasonably possible, the 
public utility's financial integrity; and 

(5) Minimize, to the extent reasonably possible, the 
public utility's need to apply for frequent 
applications for general rate increases to 
account for the changes to its fuel costs. 

HRS § 269-16(g). 
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For this proceeding, MECO mirrors the positions taken 

by the HECO Companies in their prior rate cases, and states 

"that the current level of ECAC fuel price risk-sharing is 

appropriate and that no change is necessary to the current ECAC 

risk-sharing approach."^°^ MECO also asserts that its existing 

ECAC is consistent with Act 162.̂ °"' Based on its evaluation of 

MECO's ECAC under HRS § 269-16(g), ̂°® the Consumer Advocate does 

not object to the continuation of MECO's ECAC, and contends that 

MECO' s ECAC "provides a fair sharing of the risks of fuel costs 

changes between the Company and its ratepayers in a manner that 

preserves the financial integrity of the Company without the 

need for frequent rate filings."^"' 

Here, based on the record and consistent with the 

commission's determinations in prior rate cases involving the 

HECO Companies, ̂'° the commission will allow MECO's existing ECAC 

°̂̂ MECO T-21 at 27-28. 

•'°̂ Support for MECO's position regarding compliance with 
Act 162 is set forth in T-21 at pages 25-30. 

°̂®See CA-T-3 at 35-42. 

°̂'ld. at 42. 

'̂°The commission applied the requirements of 
HRS § 269-16(g) in the HECO Companies' last four rate case 
proceedings (i.e. , HECO 2009 Rate Case, HELCO 2010 Rate Case, 
MECO 2010 Rate Case and HECO 2011 Rate Case). In the HECO 2009 
Rate Case proceed (i.e.. Docket No. 2008-0083), the commission 
discussed in detail the findings in support of continue HECO's 
ECAC and concluded that HECO's ECAC complies with the 
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design to continue at this time."^" Nonetheless, the commission 

reminds MECO that the interest of customers must be protected in 

order for shareholders' interests to continue to be protected 

under MECO's current ECAC design. In a recent proceeding 

involving HECO's fuel oil contracts, the commission articulated 

the following: 

[T]he commission notes that it expects HECO to 
engage in fuel procurement with its fullest 
attention in order to provide maximum value to 
customers. As the Parties are well aware, fuel 
costs, which are subject to high volatility, are 
essentially passed through to ratepayers via the 
ECAC. Under its present design, it appears that 
the ECAC achieves the design criteria set forth 
in HRS § 269-16(g)(3) - (5), quoted above (i.e., 
allows HECO to mitigate the risk of sudden or 
frequent fuel cost changes, preserves its 
financial integrity, and minimizes the need to 
apply for frequent rate cases). However, it 
bears restating that, the ECAC must also be 

requirements of HRS § 269-16(g). See In re Hawaiian Electric 
Company, Inc., Final Decision and Order, filed on December 29, 
2010, in Docket No. 2008-0038, at 64-72. Similarly, the 
commission concluded that the ECAC provisions of the HECO 
Companies in their 2010 and 2011 rate cases also complied with 
the requirements of HRS § 269-16{g) and, thus, should be allowed 
to continue. See HELCO 2010 Final at 96; MECO 2010 Final 
at 99-100; and HECO 2011 Final at 136. 

^"similar to the PPAC and decoupling, the commission 
approved and adopted for implementation MECO's proposals 
regarding target heat rates, deadbands, and provisions to change 
target heat rates in the MECO 2010 Rate Case. See MECO 2010 
Final at 100-103. Additionally, in the Interim Decision and 
Order, as agreed to by the Parties, the commission authorized 
MECO to reset its target heat rates by fuel type to 2012 Test 
Year levels for the purpose of calculating ECAC when interim 
rates were approved. See Interim Decision and Order at 13-16, 
and 35-36. 
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designed to "[f]airly share the risk of fuel cost 
changes between the public utility and its 
customers" and "[p]rovide the public utility with 
sufficient incentive to reasonably' manage or 
lower its fuel costs and encourage greater use of 
renewable energy[.]" To this end, the commission 
believes that HECO has a public interest, duty and 
responsibility to its customers to adopt and 
implement best-in-class fuel procurement 
strategies and practices. While HECO is 
exploring changes to its fuel supply portfolio in 
the near future for environmental compliance and 
other reasons, the time is particularly ripe to 
consider enhancing existing fuel procurement 
practices to be more commercially oriented and 
customer focused. In sum, customer interests 
must be paramount and adequately protected in 
order for shareholders' interests to continue to 
be protected under HECO's existing fuel 
procurement strategies and ECAC design. 

In re Hawaiian Electric Company, Inc., Docket No. 2 012-0217, 

Decision and Order No. 31213, filed on April 30, 2013, at 21-22 

(footnote omitted). The commission's concerns regarding fuel 

procurement practices set forth in Decision and Order No. 31213 

are also applicable to MECO. The extent to which the HECO 

Companies actively pursue implementation of new and innovative 

operating practices to reduce fuel costs and minimize 

curtailment of renewable energy would inform the commission's 

perspective and future actions on these matters. 
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G. 

Curtailment of Renewable Energy 

For the 2012 Test Year, MECO estimates its curtailment 

(or dumping) of wind energy to be 15,625 MWh^" and, in the near 

future, MECO expects curtailment of wind generated energy to 

increase to 54,429 MWh annually."^ As discussed previously in 

this Decision and Order, curtailment of renewable energy 

generation imposes a significant cost on MECO ratepayers. 

For example, MECO estimates the average energy cost of 

the total curtailed wind energy for the Maui Division is 

11.953 cents per KWh.̂ '* By refusing to take this low cost, 

curtailed wind energy regardless of the reason(s), MECO has to 

utilize additional utility fossil fuel generation. The average 

energy cost for MECO's fossil fuel generation for the Maui 

Division for the 2012 Test Year is 20.843 cents per KWh.'" 

^"See MECO-505 at 19. 

"^See MECO's response to PUC-IR-16 at 1-2. Actual wind 
curtailment could be even higher since by MECO's own admission, 
these estimates exclude an unlcnown amount of embedded curtailed 
wind energy for KWPl and KWP2. 

"'id. at 2-3. 

"^Average energy costs for MECO fossil generation is the 
result of dividing annual fuel expense of $198,123,000 by the 
test year fossil generation of 950,533 MWhs. See MECO-501 and 
MECO-502, respectively. 
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According to the Maui Energy Storage Study ("MESS") 

prepared by Sandia National Laboratories, and submitted by MECO 

in its response to PUC-IR-15, the "must run" designation of 

certain units at KPP contributes to curtailment of renewable 

energy,""^ which negatively impacts MECO's customers through 

higher electricity rates. While MECO's use of its units in KPP 

have been examined in various studies, MECO appears to be 

reluctant to fully commit to the retirement, reduction in use, 

or re-designation of its KPP units, even in light of abundant 

available wind energy on Maui. 

MECO's four steam units at KPP, known as Kahului 1-4 

{"Kl, K2, K3, and K4", as applicable) , which combined can 

provide MECO's system with approximately 34 MW of capacity, were 

first placed into operation in 1948, 1949, 1954 and 1966, 

respectfully."^ Kl and K2 were initially scheduled for 

retirement in 19 98 and 1999, respectfully, and then deferred to 

2005 and 2006, based on a remaining useful life ("RUL") study 

conducted by MECO in 1995.̂ '® Later, based on an RUL study 

conducted in 1999, MECO further delayed the scheduled retirement 

"^See MECO's response to PUC-IR-15, Attachment D4 at 34 
(Revised 3/11/13) . 

""'see MECO-701 at 1. 

"®See Maui Electric Company Limited IRP Plan 2000-2020, 
filed on May 31, 2000, in Docket No. 99-0004 ("MECO's 2000 
IRP"), at 5-20 - 5-21. 
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of its KPP units to 2025, as set forth in MECO's 2000 IRP."' 

This decision was based on a determination that it was 

cost-effective to continue to use the existing units since, 

among other things, the continued operation of the existing 

units deferred the need to install new generation and allowed 

for newer technologies, including renewable energy, to develop 

and mature.^'° MECO in its 2 007 IRP, assumed the same 

2025 retirement schedules for the KPP units.^" During MECO's 

2007 IRP, MECO discussed a "hypothetical" retirement of its KPP 

generating units in 2015 {at the earliest) based on the 

installation of replacement generating capacity at a new 

plant."' 

The commission notes that the total 2012 Test Year 

revenue requirements associated with KPP is estimated by MECO to 

be $51,819,400 annually.^" This translates into a busbar cost of 

energy of 30.062 cents per KWh which is more than 2.5 times 

"'See id. at 5-21 - 5-23. 

"°See id. at 5-22. 

^"See Maui Electric Company, Ltd. Integrated Resource 
Plan 2007-2026, filed on April 30, 2007 in Docket No. 04-0077 
("MECO's 2007 IRP") at 5-19 - 5-21. 

"'see id. at 8-24 - 8-25. 

'"see MECO's response to PUC-IR-15, Attaclment B at 1. As 
noted by MECO, this estimate does not include any employee 
benefits and payroll taxes for plant employees or any corporate 
administrative costs such as property insurance. 
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higher than the average cost of curtailed wind.''* Further, KPP 

has average fuel conversion efficiency (heat rate) of 

14,228 BTUs/KWh and therefore is substantially less fuel 

efficient than MECO's diesel-fired generators on Maui which have 

an average heat rate of 9,432 BTUs/KWh.^'^ Based upon the 

foregoing, MECO should be aggressively pursuing more cost 

effective alternatives. 

Since filing its IRPs in 2000 and 2007, MECO's system 

has undergone various changes including integration of energy 

purchased from renewable energy generators. For instance, by 

2 013, three wind-farms (i.e., KWP I, Auwahi, and KWP II) with 

the combined capacity of 72 MW of" electricity will be providing 

power on MECO's system. ̂'̂  Appropriate integration of wind 

generation has been a challenge for MECO's system, requiring 

modifications and operational changes to the running of MECO's 

units, including those at KPP.̂ '"' With three wind-farms 

operational, MECO expects to curtail (or dump) 54,429 MWh of 

wind generated energy annually, 43,686 MWh of that energy 

''̂ The busbar cost is the result of dividing annual revenue 
requirements of $51,819,400 by test year KPP generation of 
172,376 MWh. See MECO-WP-503 at 112. 

'"'See MECO-504 at 1. 

"^See MECO T-7 at 16. 

327 See id. at 19-21. 
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from KWP II. ̂'® This amount of wind curtailment represents 

almost 6.00% of the 2012 Test Year annual fossil generation for 

the Maui Division and an indication of the volume of fossil fuel 

transshipped and imported into Maui that could be avoided. ̂ " 

According to MECO, its current system cannot integrate wind 

energy efficiently and that "[w]ithout significant operational 

upgrades, curtailment of as available generation will increase 

and regulating reserve requirements will continue to hurt the 

efficiency of the Maui Electric generation fleet. "̂"̂^ 

There are a number of completed studies that recommend 

specific remedial strategies and scenarios to reduce the level 

of wind energy curtailment, including: 

• KWP II Wind Integration Study conducted by 
General Electric International in 2010; 

• Maui Resource Planning Study conducted by PA 
Consulting Group in 2011; 

• Operational Flexibility Study for the 
Integration of Renewable Energy conducted by 
Stanley Consultants in 2 011; and 

• MESS conducted by Sandia National 
Laboratories in 2012. 

328 See MECO's response to PUC-IR-16 at 1-2. 

''̂ This percentage is the result of 54,429 MWh of wind 
curtailment divided by 950,533 MWh of Maui Division net fossil 
generation. See MECO-502 at 1. 

"°MECO T-7 at 16. 
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See MECO Response to PUC-IR-15 at 6-8. In addition, MECO 

identifies other studies in progress that assess MECO's current 

system, promote system efficiencies, and increase integration of 

wind energy on Maui. Specifically, as identified on pages 8 

through 11 of MECO's response to PUC-IR-15, MECO notes that 

final versions of the following studies will be completed in 

2013 : the Generation Performance and Reserve Study/Analysis of 

Cycling Costs & Countermeasure Recommendations ("Generation 

Performance & Reserve Study") by Electric Power Systems/Intertek 

Aptec; and the Hawaii Solar Integration Study ("HSIS") by 

GE Energy Consulting. 

The commission notes that some of these studies 

recommend options and scenarios to increase integration of 

renewable energy that involve portions and/or all of MECO's KPP 

generating units being retired and/or "mothballed" prior to 

2025,"' MECO's purported retirement schedule for its KPP units.'" 

In particular, the MESS found that MECO could reduce or 

eliminate the operation of KPP units by installing a battery 

"'see MECO-7 02 at 1-3 6 (Maui Resources Planning Study, 
Interim Report); and MECO's Response to PUC-IR-15, 
Attachment D4, Revised March 11, 2013 (i.e., the MESS). 

"^Despite numerous studies, the fact that MECO continues to 
operate an old, inefficient high cost generator begins to call 
into question whether MECO has sufficient incentive to 
reasonably manage or lower fuel costs. 
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energy storage system and appears to indicate that there are 

significant potential benefits from reducing or eliminating the 

use of the KPP units. ̂^̂  In its response to PUC-IR-15, MECO 

informed the commission that accepting more wind energy instead 

of operating the units at KPP would result in savings of 

approximately $6,904,100 annually {which is an estimate of the 

savings in fuel and purchased power expense, but does not 

account for any additional costs or savings associated with 

modifying the "must-run" designation of certain units at KPP)."*"'' 

However, due- to certain operational constraints and other 

concerns, MECO states that it plans to continue KPP operations 

as they presently stand. ̂^̂  

The commission is not satisfied with MECO's response. 

MECO has initiated or participated in a number of comprehensive 

studies over the last three years relating to the operation of 

its fossil generation fleet and integration of additional 

renewable energy resources. These studies were conducted by 

respected National Laboratories or mainland consulting firms and 

contained specific remedial strategies and options that MECO 

"^See MECO's response to PUC-IR-15, Attacliment D4 ' at 29 
(Revised 3/11/13). 

"'see MECO's response to PUC-IR-15 at 13. There are no 
adverse economic consequences for MECO if they withhold cheaper 
renewable energy from customers, regardless of reason. 

335 See id. at 21-22. 
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could implement to reduce operating costs and amount of 

curtailed wind energy. While the commission is aware that MECO 

plans to continue studying integration issues, MECO can and 

should implement certain corrective operational changes that 

have already been recommended in various studies to reduce 

operational costs and achieve further integration of renewable 

resources on Maui. Accordingly, within 90 days of the date of 

this Decision and Order, MECO shall provide a detailed strategy 

and action plan to: (1) improve operational efficiency, and 

(2) reduce curtailment of renewable energy {"System Improvement 

and Curtailment Reduction Plan"). Within this plan, the 

following topics should be addressed, at minimum: 

(1) Plans and progress to date on implementation 
of . recommendations to reduce or eliminate 
curtailment of renewable energy and lower 
total system costs, including but not limited 
to those recommendations and proposed 
investments evaluated in the MESS, the 
Generation Performance & Reserve Study, and 
the HSIS; 

(2) The elimination of must run designation 
and/or retirement of the units at KPP; 

(3) Other options that MECO may have identified 
to accept more renewable energy or otherwise 
lower total system costs, such as, for 
example, investments at independent power 
producer facilities to provide increased down 
reserve and other ancillary services or other 
strategies to reduce curtailment; 
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(4) Other load shifting incentives such as a very 
low dumped power rate offered to customers to 
shift customer demand to times when excess 
renewable energy would otherwise be 
curtailed; 

(5) Utilization of demand response programs and 
energy storage technologies to reduce the 
need for on-line fossil generation to provide 
operating reserves and other ancillary 
services; and 

(6) A comprehensive evaluation of all fixed and 
variable costs, as well as all system 
benefits (including fuel savings, O&M expense 
savings, system efficiency savings, etc.) 
estimated to result from curtailment 
reduction strategies underway or proposed in 
the System Improvement and Curtailment 
Reduction Plan. 

Furthermore, within 30 days of the date of this 

Decision and Order, MECO shall make the following information 

available to the public on its website beginning with 

January 2013: (1) the quantity of wind energy accepted per 

month; (2) the quantity of wind energy curtailed per month; and 

(3) an estimate of the cost of curtailment to ratepayers. The 

methodology for estimating the cost of curtailment to ratepayers 

shall be the difference between the average cost of curtailed 

wind energy and the average monthly energy cost of MECO's fossil 

generation. This information should be easily accessible from 

MECO's homepage and the information should be filed with the 

commission in this docket on a monthly basis. MECO shall inform 

each of its customers as to the availability of this information 
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on its website. MECO is further encouraged to provide 

additional system operation data on its website, as appropriate, 

to increase transparency of its system operations and 

demonstrate reasonableness of its operation. 

H. 

Refund Required 

In the Interim Decision and Order, the commission 

stated the following: 

MECO will be required to refund to its customers 
any excess collected under this Interim Decision 
and Order, together with such interest as 
provided for by HRS § 269-16 (d) , if the final 
increase approved by the commission is less than 
the total interim increase granted by this 
Interim Decision and Order. This refund 
requirement is acknowledged by MECO. 

Interim Decision and Order at 32 (footnote omitted). 

The increase in revenues over present rates approved by 

the commission in this Decision and Order is less than the 

increase in revenues over present rates previously approved by 

the commission in the Interim Decision and Order. Thus, MECO 

must refund to its ratepayers the amounts it collected in excess 

of the increase authorized by this Decision and Order, together 

with interest, pursuant to HRS § 269-16(d). 
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I. 

Commission's Observations and Perspectives 

The commission's observations and perspectives are 

attached as Exhibit C to this Decision and Order. 

III. 

Summary of Findings and Conclusions 

The commission finds and concludes: 

1. The revenues, expenses, and average depreciated 

rate base balance, as set forth in the attached schedules, are 

reasonable and are approved for MECO's 2 012 Test Year. 

2. A fair and reasonable ROE for MECO for the 2012 

Test Year is 9.00%, as discussed in Section lI.E of this 

Decision and Order, and the resulting composite cost of capital 

(or overall rate of return) of 7.34% is also fair and 

reasonable, and approved. 

3. On a consolidated operations basis, MECO is 

entitled to: (a) an increase in revenues of $5,334,000, or 

approximately 1.29% over revenues at present rates; and 

(b) total operating revenues of $418,901,000. 
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4. The commission's $233,936 downward adjustment to 

MECO's post-CIS project O&M expenses for project stabilization, 

as discussed in Section II.C.l.a.i of this Decision and Order, 

is reasonable. 

5. The commission's $1,262,000 net downward 

adj ustment to MECO's A&G O&M expenses, as discussed in 

Section II.C.l,a.ii of this Decision and Order, is reasonable. 

6. The commission's $980,000 downward adjustment to 

MECO's O&M expenses for Future Studies, as discussed in 

Section II.C.l,a.iii of this Decision and Order, is reasonable. 

7. The commission's $806,000 downward adjustment to 

MECO's O&M expenses associated with IRP labor and a non-labor 

costs, as discussed in Section II.C.l.a.iv of this Decision and 

Order, is reasonable. 

IV. 

Orders 

THE COMMISSION ORDERS: 

1. The Parties' Settlement Agreement, filed on 

April 20, 2012, as revised and later supplemented, is approved, 

with the adjustments made by the commission in this Decision and 

Order. 
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2. MECO may increase its rates to produce a total 

annual revenue increase of $5,334,000, or approximately 1.29% 

over revenues at present rates (consolidated operations basis) 

as shown on the schedules attached to this Decision and Order, 

representing an increase in MECO's revenue requirements to 

$418,901,000 for the 2012 Test Year (consolidated operations 

basis). 

3. The final approved revenue increase of $5,334,000 

approved in this Decision and Order is less than the revenue 

increase of $13,089,000 previously approved by the commission on 

an interim basis. Thus, pursuant to HRS § 269-16(d), MECO must 

refund its ratepayers the amount it has collected that are in 

excess of the increase authorized by this Decision and Order, 

together with interest. MECO shall file its refund plan within 

15 days from the date of this Decision and Order. 

4. The final increase in rates approved herein shall 

take effect on June 1, 2013. MECO shall file its revised 

results of operations, supporting schedules and tariff sheets 

reflecting the commission's decisions herein as soon as 

reasonably practicable for the commission's review and approval, 

and the same shall be served on the Consumer Advocate. The 

Consumer Advocate may file comments within 14 days of 

MECO's filing. 
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5. Within 30 days from the date of this Decision and 

Order, MECO shall file all appropriate documentation regarding 

the re-setting of its target heat rate with respect to Auwahi. 

6. Within 90 days from the date of this Decision and 

Order, MECO shall file its System Improvement and Curtailment 

Reduction Plan, consistent with the requirements discussed in 

Section II.G of this Decision and Order. 

7. Within 30 days of the date of this Decision and. 

Order, MECO shall make its curtailment information, as discussed 

in Section II.G of this Decision and Order, readily available to 

the public on its website. 

DONE at Honolulu, Hawaii MAY 3 1 2013 

PUBLIC UTILITIES COMMISSION 
OF THE STATE OF HAWAII 

By (^lu^^u^yU^u/Q^ Bv/^xA^ <̂ -
Hermina Morita, Chair 

APPROVED AS TO FORM: 

/ y ^ ' 
JdvySook Kim 
Ccjmmission Counse l 

Michael E. Champley, C 

By 

oner 

Lorraine H. Akiba, Commissioner 
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DOCKET NO. 2011-0092 

MAUI ELECTRIC COMPANY, LIMITED 
MECO CONSOLIDATED 

RESULTS OF OPERATION 
2012 

($ IN OOO'S) 

Operating Revenues 
Electric Sales 

Other 

Total Operating Revenues 

Operating Expenses 
Operations and Maintenance 

Fuel 

Purciiased Power 
Production 
Transmission 
Distribution 
Customer Accounts 
Allowance for Uncoiiectibies 
Customer Service 
Administrative and General 
IRP Adjustment 
Future Study Costs 

Total Operations and Maintenance 

Depreciation and Amortization 
Amortization of State ITC 
Taxes, Other Than Income Taxes 
interest on Customer Deposits 
income Taxes 

Total Operating Expenses 

Net Operating Income 

Average Depreciated Rate Base 

Rate of Return 

PRESENT 
RATES 

411,657 
1,910 

413,567 

212,580 
44,856 
27,818 

2,963 
10,151 
4,683 

301 
1,986 

15,262 
(806) 
(980) 

318,814 

19,687 
(272) 

38,520 
280 

10,629 
387,658 

25,909 

393,483 

6.58% 

ADDITIONAL 
AMOUNT 

5,158 
176 

5,334 

-
-
-
-
-
-

-
-
-
-

-

-

-

470 
-

1,893 
2,362 

2,972 

(82) 

APPROVED 
RATES 

416,815 
2,086 

418,901 

212,580 
44,856 
27,818 
2,963 

10,151 
4,683 

301 
1,986 

15,262 
(806) 
(980) 

318,814 

19,687 
(272) 

38,989 
280 

12,522 
390,020 

28,881 

393,401 

7.34% 

EXHIBIT A 
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DOCKET NO. 2011-0092 

MAUI ELECTRIC COMPANY, 
CONSOLIDATED 

LTD. 

ANALYSIS OF RATE iNCREASE 
($ IN OOO'S) 

AMOUNT 

5,158 
176 

% INCREASE 

1.25% 
9.21% 

RATE INCREASE 
ELECTRIC REVENUES 
OTHER REVENUES 

TOTAL INCREASE 5,334 1.29% 

Less: 
INTERIM INCREASE 13,089 3.16% 
Interim D&O No. 30396, Filed May 21, 2012 

FINAL INCREASE/(DECREASE) (7,755) -1.88% 
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DOCKET NO. 2011-0092 

MAUI ELECTRIC COMPANY, LTD. 
CONSOLIDATED 

2012 INCOME TAX EXPENSE 
($ IN OOO'S) 

Operating Revenues 

Operating Expenses 
Fuel Oil and Purchased Power 

Other Operation and Maintenance Expense 

Depreciation 

Amortization of State iTC 
Taxes Other Than income Tax 
Interest on Customer Deposits 

Total Operating Expenses 

Operating income Before Income Taxes 

Tax A d j u s t m e n t s 

interest Expense 

Meals and Entertainment 
Total Tax Adjustments 

Taxable Income 

PRESENT 
RATES 

413,567 

257,436 
61,378 
19,687 

(272) 
38.520 

280 
377,029 

36,538 

(8,369) 
19 

(8.350) 

28,188 

ADDITIONAL 
AMOUNT 

5,334 

470 

470 

4.864 

-

4.864 

APPROVED 
RATES 

418,901 

257.436 
61,378 
19.687 

(272) 
38,989 

280 
377,498 

41.403 

(8,369) 
19 

(8,350) 

33,053 

Income Tax 

Tax Rate 38.9100% 10,968 1.893 12.861 

Tax Benefit of domestic Production 
Activities Deductions 339 339 

Total Income Tax Expense 10,629 1,893 12,522 
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DOCKET NO. 2011-0092 

MAUI ELECTRIC COMPANY, LIMITED 
CONSOLIDATED 

TAXES OTHER THAN INCOME TAXES 
($ IN OOO'S) 

Electric Sales Revenue 
Other Operating Revenue 

Operating Revenues 

Public Service Tax 
PUC Fees 
Franchise Tax 
Payroll Tax 

% 

5.885% 
0.500% 
2.500% 

PRESENT 
RATES 

411,657 
1,910 

413,567 

24,321 
2,066 

10.284 
1.849 

ADJUSTMENT 

5,158 
176 

5,334 

314 
27 

129 

APPROVED 
RATES 

416,815 
2,086 

418,901 

24.635 
2,093 

10.413 
1,849 

TOTAL TAXES OTHER THAN INCOME TAX 38.520 470 38,989 
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DOCKET NO. 2011-0092 

MAUI ELECTRIC COMPANY, LTD. 
CONSOLIDATED 

2012 AVERAGE RATE BASE 
($ IN OOO'S) 

Investments in Assets Serving Customers 
Net Cost of Plant in Service 
Property Held for Future Use 
Fuel inventory 
Materials and Supplies inventories 
Unamortized Net SFAS 109 Regulatory Asset 
Pension Asset 
OPEB Regulatory Asset 
Unamortized System Development Costs 
Contributions In Excess of NPPC Reg. Asset 

Total Investments in Assets 

Funds from Non-Investors 
Unamortized CIAC 
Customer Advances 
Customer Deposits 
Accumulated Deferred Income Taxes 
Unamortized State ITC 

Total Deductions 

D i f fe rence 

W o r k i n g C a s h at P resen t Ra tes 

Rate Base at P resen t Rates 

Change in Rate Base - W o r k i n g C a s h 

Rate Base at A p p r o v e d Rates 

Beginning 
Balance 

465,783 
1,303 

18,577 
13,387 
8,405 
3,453 

344 
1,240 
3,101 

515,593 

74,766 
4,649 
4,346 

42.143 
12,150 

138,054 

End of Year 
Balance 

493.298 
1,303 

18,577 
13,387 
8,642 
4,377 

261 
1,487 
8,400 

549,732 

83,821 
4,599 
4,812 

55,666 
12,752 

161,650 

Average 
Balance 

479,541 
1.303 

18.577 
13,387 
8,524 
3,915 

303 
1,364 
5,751 

532,663 

79,294 
4,624 
4,579 

48,905 
12,451 

149.852 

382,811 

10,672 

393,483 

(82) 

393,401 
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CommiSBJon's Observations and Perspectives 

The commission believes it is timely, necessary and 

essential to outline fundamental, emerging issues pertaining to 

the operation and regulation of investor-owned electric 

utilities in Hawaii to set a course that is mutually beneficial 

to utility shareholders and utility ratepayers. 

The commission has observed that electric customers are 

increasingly frustrated because of high electric rates. "̂  These 

concerns were also expressed by the 2013 Hawaii State 

Legislature in connection with Senate Bill 120, Session Laws of 

Hawaii 2013, which authorizes the commission "to establish a 

policy to implement economic incentives and cost recovery 

regulatory mechanisms, as necessary and appropriate, to induce 

and accelerate electric utilities' cost reduction efforts, 

encourage greater utilization of renewable energy, accelerate 

the retirement of utility fossil generation, and increase 

investments to modernize the State's electrical grids."^ 

Therefore, the commission's Decision and Order in the instant 

docket and the simultaneous filing of the decoupling mechanism 

Ŝee testimony presented at commission held public hearings 
for HECO Companies' 2010, 2011, and 2012 test year rate cases as 
well as the written public testimony submitted in these dockets. 

^See Senate Bill No. 120, Senate Draft 1 at 3. Senate Bill 
No. 120, Senate Draft 1 was signed into law on April 22, 2013 as 
Act 37, Session Laws of Hawaii 2013. 
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investigation is intended to serve notice to Maui Electric 

Company, Limited ("MECO"), as well as the other HECO Companies.^ 

The commission understands the importance of and 

supports the concept of delinking electricity sales from 

revenue. However, existing automatic adjustment mechanisms 

appear to unduly insulate the HECO Companies from the need or 

urgency to make major adjustments to current utility management 

and operational practices, thus offering no motivation to 

implement strategies and action plans that may be more conducive 

to serving the public interest. 

The commission is concerned that the 2008 "Energy 

Agreement""̂  may be the principal foundation for HECO Companies' 

overall business strategy.^ The HECO Companies' over-reliance 

upon a link between the Agreement and utility financial health 

^"HECO Companies" refers to. MECO, and its affiliate 
entities, Hawaiian Electric Company, Inc. ("HECO"), and Hawaii 
Electric Light Company, Inc. ("HELCO"). Structurally, MECO and 
HELCO are subsidiaries of HECO, while HECO is a subsidiary of 
Hawaiian Electric Industries, Inc. ("HEI"). 

^"Energy Agreement" (or the "Agreement") refers to the 
"Energy Agreement Among the State of Hawaii, Division of 
Consumer Advocacy of the Department of Commerce and 
Consumer Affairs, and the Hawaiian Electric Companies," executed 
on October 20, 2008, by the former Governor of the State of 
Hawaii, the Department of Business, Economic Development, and 
Tourism, the HECO Companies, and the Consumer Advocate. 

Ŝee HEI Financial Community Meetings presentation, 
March 4-8, 2013 at 3, 4 and Al, available at 
http://phx.corporate-ir.net/phoenix.zhtml?c=10167 5&p=irol 
calendar. 
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obfuscates utility performance and ultimately customer service 

and satisfaction. The commission affirms its commitment and 

support of Hawaii's clean energy transformation. However, clean 

energy in and of itself is not the singular goal but rather 

should be viewed as one strategy to serve the public interest 

along with sound business practices centered on customer value.^ 

From the commission's perspective, the HECO Companies 

appear to lack movement to a sustainable business model to 

address technological advancements and increasing customer 

expectations. The commission observes that some mainland 

electric utilities have begun to define, articulate and 

implement the vision for the "electric utility of the future." 

Without such a long-term, customer focused business strategy, it 

is difficult to ascertain whether HECO Companies' increasing 

capital investments are strategic investments or simply a series 

of unrelated capital projects that effectively expand utility 

rate base and increase profits but appearing to provide little 

or limited long-term customer value. While a public utility is 

required to have a reasonable opportunity to earn a fair 

financial return, attractive financial returns are not an 

entitlement by virtue of being a regulated utility. 

^Key elements of the Agreement, such as Renewable Portfolio 
Standards and Energy Efficiency Portfolio Standards, have been 
codified in legislation. As a result, the HECO Companies are 
recjuired to comply with these and all other applicable statutes 
as the normal course of business. 
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The HECO Companies have characterized various automatic 

adjustment mechanisms that are used as regulatory cost recovery 

as an "Improved Regulatory Model"^ for security analysts in lieu 

of traditional general rate cases. Unfortunately, these 

automatic adjustment clauses are not linked to key performance 

measures such as rate affordability and customer satisfaction. 

The commission believes that a well-managed, customer 

focused electric utility is one that is driven by a management 

philosophy and corporate culture to provide superior customer 

value through affordable electric rates and outstanding customer 

service, as defined by its customers. Top performing utilities 

embrace a well-researched phenomenon known as the virtuous cycle 

or virtuous circle where positive performance drives positive 

regulatory outcomes, which drive positive financials, which can 

then be reinvested in the utility to keep that cycle going.^ 

Conversely, the opposite phenomenon, a "vicious cycle" 

also can happen. Poor performance drives poor regulatory 

Ŝee HEI First Quarter 2013 Financial Results and Outlook, 
May 8, 2013, at 22, available at http://phx.corporate-
ir.net/phoenix. zhtml?c=101675S:p=irol-calendar. 

^See Florida Power & Light's Virtuous Circle management 
philosophy in NextEra Energy Investor Conference 2013 
presentation, March 12, 2013, at 23, available at 
http://www.investor.nexteraenergy.com/phoenix.zhtml?c=88486&p=ir 
ol-presentations. See Andrew Heath, A Virtuous Cycle, 
October 2012, Public Utilities Fortnightly. 
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outcomes and financial penalties starting a downward cycle in 

the opposite direction. 

The virtuous cycle is readily apparent to those who 

follow and critically analyze electric utility financial 

performance. As a result, it is common knowledge among these 

professionals which utilities are top industry performers and 

whether the HECO Companies are recognized among the industry's 

elite performers in this regard. 

The extent of the HECO Companies' own volition to 

achieve high performance, provide excellent customer service and 

affordable rates will determine the appropriate amount of 

regulatory oversight recjuired. Otherwise, the commission would 

be forced to employ arduous regulatory scrutiny and oversight of 

utility expenditures, operations and. investments to attempt 'to 

achieve the desired performance levels and customer 

satisfaction. The commission prefers the former but 

unfortunately, at the present time, believes the lack of a 

strategic and sustainable business model would require more of 

the latter until there is evidence of an acceptable course 

correction. 

To this effort, the commission is committed to work 

collaboratively with the HECO Companies, Consumer Advocate, and 

other stakeholders for timely regulatory responses and action. 

The commission remains committed to alternative regulatory 
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mechanisms to minimize regulatory lag and uncertainty and is 

open to innovation to streamline the ratemaking process to the 

extent they would be in the public interest. However, the 

achievement of a high performing, customer focused and 

financially viable electric utility with affordable rates is the 

responsibility of the electric utility management, not the 

commission, to deliver on its responsibilities and obligations 

to uphold the regulatory compact. The public interest demands 

no less. 
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CERTIFICATE OF SERVICE 

The foregoing order was served on the date of filing by 

mail, postage prepaid, and properly addressed to the following 

parties: 

JEFFREY T. ONO 
EXECUTIVE DIRECTOR 
DEPARTMENT OF COMMERCE AND CONSUMER AFFAIRS 
DIVISION OF CONSUMER ADVOCACY 
P. 0. Box 541 
Honolulu, HI 96809 

DEAN K. MATSUURA 
MANAGER, REGULATORY AFFAIRS 
HAWAIIAN ELECTRIC COMPANY, INC. 
P. 0. Box 2750 
Honolulu, HI 96840-0001 
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